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COMMUTER TAX MORATORIUM BILL

TUESI)AY, JUNE 13, 1989

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, DC.
The hearing was convened, pursuant to notice, at 11:00 a.m., in

Room SD-215, Dirksen Senate Office Building, Hon. Donald W.
Riegle, Jr., presiding.

Also present: Senators Moynihan, Bradley, Riegle and Symms.
[The press release announcing the hearing follows:]

[Press Release No H-27, May 21, 19h9l

FINANCE COMMITrEE ANNOUNCES HEARING ON COMMUTER TAX MORATORIUM BILL

WASHINGTON, DC-Senator Lloyd Bentsen ID., Texas), Chairman of the Senate Fi-
nance Committee, announced Thursday that the Committee will hold a hearing on
S.800, a bill that provides for a moratorium on and study of certain State tax laws
relating to the taxation of nonresidents.

The hearing is scheduled for Tuesday, Iune 1.1. 1989 at 10 a.m. in Room SD-215 of
the Dirksen Senate Office Building.

OPENING STATEMENT OF HON. DONALD W. RIEGLE, JR., A U.S.
SENATOR FROM MICHIGAN

Senator RIEGLE. Let me invite all those in the room to find seats
if they will. Let me initially invite our three colleagues. Senator
Lautenberg, Senator Dodd and Senator Lieberman to take seats at
the witness table.

Last evening we had Hearns and Leonard. Today we have Brad-
ley and Moynihan.

The hearing this morning is to examine Senate Bill S.800, a bill
introduced by Senator Bradley and co-sponsored by all four New
Jersey and Connecticut Senators. That Bill responds to a New York
State law enacted in 1987 affecting how nonresidents of New York
compute their New York State taxes.

Under the new law, the New York State tax bracket for nonresi-
dents is in effect determined by looking at all of their income, not
just income earned in the State of New York, although the New
York State tax is still imposed only on that portion of the income
actually earned in the State of New York. S.800 would impose a
moratorium on this New York legislation as well as on a bill intro-
duced in the New Jersey legislature in response to the New York
law. During the moratorium, a commission would study these laws
and the moratorium would end after the commission completed its
study.
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This is an important issue for three important States and we
have very distinguished witnesses here today, including the Gover-
nors of Connecticut and New Jersey. So we will be hearing very
strong representation on both sides of this issue. The Committee
very much looks forward to hearing the testimony today and I be-
lieve that the hearing will prove useful to the Committee as it con-
siders S.800.

Let me now call on Senator Moynihan for any opening comments
he wishes to make.

OPENING STATEMENT OF lION. DANIEL PATRICK MOYNIIIAN, A
U.S. SENATOR FROM NEW YORK

Senator MOYNIHAN. I thank you, Mr. Chairman, for holding this
hearing. It is not every day we get three such distinguished Sena-
tors before our Committee. I regret that they come here in support
of something so manifestly unconstitutional. [Laughter.]

Senator MOYNIHAN. And legally forlorn. But they shall be fol-
lowed by Mr. James Wetzler, whose counsel we accepted as credo
in this Committee for many years, who will describe in painful
detail just how wrong it all is. But it's an election year in many of
our States and that is what this is all about.

Thank you, Mr. Chairman.
Senator RIEGLE. Thank you, Senator Moynihan.
Senator Bradley.

OPENING STATEMENT OF tION. BILL BRADLEY, A U.S. SENATOR
FROM NEW JERSEY

Senator BRADLEY. Mr. Chairman, I would like to make a little
lengthier statement about the Bill and I want to thank all of the
witnesses for coming today-the three Senators, of course, and Gov-
ernor Kean and Governor O'Neill, a special thanks for making the
effort to come.

I would like to just briefly describe the Bill and why I think it is
necessary. In 1987-I will not say in the dark of night, though 1
think that is how a lot of peopie in New Jersey and Connecticut
see it-but certainly with no warning and no consultation, New
York changed the way it taxes out-of-state residents. The change
took effect in 1988.

Prior to 1988, New York, in calculating its tax on nonre;idents,
did not take account the taxpayers' non-New York income. Begin-
ning in 1988 they changed the law to adopt a global concept of
income, also known as the California method. Under this new con-
cept, New York includes not only wages earned in New York by
nonresidents, but also any non-New York wages, along with inter-
est and dividends. The effect of this surprising change is to raise
taxes on nonresidents relative to past years.

New Jersey and Connecticut reacted to this unfair and unexpect-
ed tax hike with understandable anger. New York was initially
quite unrepentant, leaving Connecticut and New Jersey State legis-
latures no choice but to adopt retaliatory tax measures of their
own. A full-scale border tax war would be in the offing. This would
be really unfortunate because it will create uncertainty for taxpay-
ers and I think crimp our regions potential for growth.



3

Enter S.800. It addresses the unfairness and surprise of New
York's law. It does so by imposing a three-year moratorium on the
implementation of the new tax. Second, it addresses the problem of
the escalating border tax wars by placing a similar moratorium on
retaliatory measures by neighboring States. Third, it addresses the
very real need to correct the situation and to avoid its repetition. It
does so by setting up a tri-state commission to advise Congress on
the most equitable solution to the current impasse and by creating
a model for future consultation and cooperation.

New Jersey, New York and Connecticut are one region. We all
have a compelling interest in the lowest possible taxes and the
strongest regional growth. We all have a compelling interest in
acting toward each other as good neighbors in good faith. We need
community and partnership, not biggar-thy-neighbor competition
in which there are no winners and only losers. This means more
and better consultation, especially on tax matters where people's
feelings naturally run very high.

That is what this Bill does. It promotes a good-neighbor policy by
setting up a mechanism that will facilitate the search for a fair
and speedy end to confrontation. I am frankly pleased that by the
mere introduction of this Bill, there seems to have been a positive
effect. I understand that New York has already conceded that at
least two of the more egregious provisions in the new law should be
repealed. These are the surcharge and the formula for calculating
tax on pensions and interest on municipal bonds, that both of
which has resulted in unjustifiable tax hike on retired persons.

I hope that the New York State legislature does indeed repeal
these unfair and unreasonable provisions. They illustrate, I think,
why laws should not be enacted without thorough debate and scru-
tiny by the people whom they affect. Had there been that kind of
consultation I am advocating in S.800, these mistakes need not
have happened.

So again, Mr. Chairman, let me welcome the witnesses. I hope
the hearing sends a clear message that the people of New Jersey,
myself included, feel very strongly about the New York law and its
inequity and that it has got to be changed in some way; and that
there has to be better cooperation and more consultation; and that
the people of New Jersey and Connecticut deserve a fair deal.

Senator MOYNIHAN. Mr. Chairman, may I just make one re-
sponse to that?

Senator RIEGLE. Of course. Senator Moynihan.
Senator MOYNIHAN. That I very much agree with the tenor of

Senator Bradley's remarks. I do not doubt that it is the case that
New York will want to modify its statutes to remove any inequities
in consultation with its neighbors. We consult routinely in a dozen
of things.

I would even so address the first point I made and I think Sena.
tor Bradley probably feels this way in some sense. This is an appro-
priate subject for a Federal hearing but not for Federal legislation.

Senator RIEGLE. Thank you, Senator Moynihan.
We have three distinguished colleagues with us this morning and

we will be pleased to hear from them in order of their seniority in
the Senate, which means that we will hear first from our colleague,
Senator Dodd.
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STATEMENT OF HON. CHRISTOPHER I)ODI), A U.S. SENATOR
FROM CONNECTICUT

Senator DODD. Thank you very much, Mr. Chairman, and Sena-
tor Bradley, Senator Moynihan.

I am delighted to be appearing this morning with my two col-
leagues-my colleague from Connecticut, Senator Lieberman, and
my colleague from New Jersey, Senator Lautenberg. Sitting behind
us, of course, are our respective Governors. Governor Kean I had
the good fortune of seeing in my State of Connecticut on Sunday.
We were attired a bit differently than we are here this morning,
but nonetheless we always welcome him passing through our State.

Senator Bradley has outlined, I think, very clearly the fact situa-
tion that leads us to this hearing this morning. While I do not dis-
agree with our good friend from New York that this is a matter for
Federal discussion, not necessarily a matter of Federal legislation,
we are really left with no other recourse it seems to me at this
juncture as a way of trying to achieve some form of consultation.

There are many people in my State of Connecticut, as I know
there are in New Jersey, who would like to take a much harsher
measure that would pass a constitutional test. We have many fine
people from the State of New York who sprind a great deal of time
in our State, in Connecticut, and we are very proud of that and
would like to come up with creative means by which they might
levy additional taxes on our visitors in the State. So I think it is in
our interest to try and find a formulation here that will avoid that
kind of a contest or war, as it has been called.-

Let me make two points, if I may, and then I just ask unanimous
consent that my statement, Mr. Chairman, be included in the
record.

Just to put some flesh on the fact situation as clearly explained
by Senator Bradley. Prior to 1988, of course, we know the State of
New York taxed nonresident commuters on the portion of their
income earned in New York at the tax rate applicable to all people
with that amount of income.

To set an example, to make this clear for people-a Connecticut
commuter whose taxable income in New York was $6,000 and
whose spouses taxable income in Connecticut was $28,000 would
pay New York taxes on the $6,000 earned in New York at the 3
percent tax rate applicable to all people with that amount of tax-
able income in New York. Thus, under the old law, a C'WintLLiCLt
commuter would pay $180 in taxes. That is prior to the passage of
this law.

By contrast, under the new law that took effect on January 1,
the same Connecticut commuter would still be taxed on the
$6,000-but here is the difference-but he or she would pay the tax
rate applicable to a couple with the $34,000 of income. That rate is
8.375 percent-one of the highest in the country, if not the high-
est-thus, the new law requires a tax of $502 on the $6,000 earned
in New York, or nearly three times the old tax. Now that is the
problem.

Let me tell you what makes it worse. What makes it worse is
this tax falls on lower and middle income folks. It does not really
affect the very affluent in my State to any great degree. Inasmuch



as New York law reaches its maximum marginal rate at $34,000 of
taxable income, the new law will have little affect on wealthy com-
muters because they are already paying the maximum tax. The
people who will be hurt the most are those with small incomes, for
whom an additional $320 a year can be a very important amount of
money.

So in addition to being inequitable, it falls inordinately heavily
on those who can least afford it as a result of this.

So I commend my colleague from New Jersey for coming up
with, I think, a solution that makes some sense. It is balanced. The
temptation certainly was to introduce legislation, as has been intro-
duced, which would penalize New York or come up with some
harsher measures. But this is a reaching for a conciliatory ap-
proach to the problem. I commend him for it and I am delighted to
be joined in that effort by our colleagues from New Jersey and my
colleague from Connecticut this morning, Mr. Chairman, and I will
be glad to yield the floor.

Senator RIEGLE. Thank you, Senator Dodd, and we will make
your statement a part of the record-your full text a part of the
record.

[The prepared statement of Senator Dodd appears in the appen-
dix.)

Senator RIEGLE. We would be pleased now to hear from Senator
Lautenberg.

STATEMENT OF HON. FRANK LAUTENBERG, A U.S. SENATOR
FROM NEW JERSEY

Senator LAUTENBERG. Thank you, Mr. Chairman, members of the
Committee. I, too, want to add my welcome to our distinguished
colleagues from the State Houses of Connecticut and New Jersey,
particularly our distinguished Governor, Tom Kean. It is kind of an
anomaly to be sitting across the table from such good friends-the
one in the middle from New York State, and with whom I rarely
disagree, having to say today that this is a disagreement that I
hope will not push us to the mat but that we are going to examine
with a degree of thoroughness. It may be constitutionally appropri-
ate, but it may be regionally inappropriate.

We are inextricably bound together-all three States under dis-
cussion today-and whatever we do that disturbs a compatible rela-
tionship is just not going to be good for us. Those of us from New
Jersey-I will speak only for my State-who have a concern, have
a deep concern. I had a bitter discussion with one of my constitu-
ents who happens to be my daughter, who commutes to New York
and she has decided against marriage as a result of this. Not
really, but it has been a bitter discussion. [Laughter.]

Senator LAUTENBERG. We cannot ask for exemptions that would
be unfair. A recent change in New York State's tax law has put a
terribly unfair burden, as we have heard, on over a quarter of' a
million New Jersey people, and other nonresidents, who work in
New York. Under the new law, income from the sources outside
the State is considered in determining the rate of' New York's State
tax that nonresidents owe on income earned in New York.
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Mr. Chairman, New Jerseyans are outraged by this new tax and
for an appropriate reason as I see it. New York's law may be con-
stitutional but it is fundamentally wrong and unfair. I want to be
clear at the outset. I have no problem with New York State taxing
income that is earned in the State, that is their right. What is not
fair, though, is basing New York's tax rate on income earned out-
side of the State.

Why, for example, should a New Jerseyan have to pay more
taxes to New York State solely because he or she has a spouse who
happens to make money in New Jersey or elsewhere. A secretary
from New York who earns $15,000 in New York, and whose spouse
works as a firefighter in Hackensack, New Jersey is penalized.
Under New York law, the secretary's $15,000 would be taxed the
higher rate simply because of the firefighter's income. Yet, the fire-
fighter has absolutely no functional connection with New York and
does not enjoy a single benefit from that State's government.

That is not right and that is why people from New Jersey are so
outraged. If someone from New Jersey works in New Jersey, then
that person's income, simply put, is none of New York's business.
Too many in New Jersey think that our State should retaliate, tit
for tax, I can understand those sentiments.

But in the long run, it does not make sense to get into a war
between the States over this issue. We have too much at stake,
whether it is a cleaner environment or better transportation, as
our distinguished senior colleague from the State of New York
knows, we work on so many things together to ensure the ability of
our region to be competitive and to work together. So, in this case,
it does not make sense for New Jersey or Connecticut-and it sure
is not going to make sense long term for New York. The States in
the region, there are just too many common interests- regional
economy, as I said, transportation and environment.

We should be working together and never, if it's avoidable, fight-
ing each other.

Mr. Chairman, this Bill presents a sensible mechanism for re-
solving the commuter tax problem in a manner that meets the
needs of New Jersey and Connecticut commutes and that I hope
will eventually be acceptable to New York by establishing a three-
year moratorium. This would provide a needed cooling off period.
During that time, the New Jersey taxpayers would be relieved
from the penalty under the New York law. By establishing a com-
mission with equal representation from each of the States involved,
the Bill provides a mechanism for resolving this dispute reasonably
and fairly.

I appreciate the opportunity, Mr. Chairman and colleagues, to
testify here before you. I look forward to working with members of
the Committee to help secure prompt passage of this legislation.
Thank you.

Senator RIEGIE. Thank you, Senator Lautenberg.
Senator RIEGLE. Senator Lieberman.
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STATEMENT ()F lION..JOSEPtl 1. LIEBERMAN, A U.S. SENATOR
FROM CONNECTICUT

Senator LIEBERMAN. Thank you, Mr. Chairman, Senator Moyni-
han, Senator Bradley. I appreciate the opportunity to join my col-
leagues before the Finance Committee on this matter and particu-
larly to welcome Governors Kean and, of course, our own great
Governor and my friend, Hon. William A. O'Neill.

Mr. Chairman, I had promised my senior colleague from Con-
necticut that I would try to restrain myself and to be less florid on
this occasion than I was when we announced the submission of this
Bill. But Senator Lauterberg's reference to his daughter makes it
impossible for me not to refer again to this New York legislation as
taxation by cohabitation. That is something that all of us should
frown upon.

Mr. Chairman, we speak lightly because we are friends, but I can
report to you and to Senator Moynihan that people in Connecticut
who commute to New York to work are outraged by this tax; and
the outrage is not simply because of the extra dollars that they are
spending. There is a sense that this is unfair. It is as simple as
that-a sense that it is unfair to tax them based on income that is
not related to the income they earn in New York.

One of the historic justifications for taxation is that it is an at-
tempt by government to recover the costs of delivering services to
the citizenry. One of the tests of taxation has always been that
those who are taxed must have some minimal contacts with the ju-
risdiction that is taxing them. This basic notion is undercut by the
New York legislation. The reality is that once we begin to open the
door that this legislation opens, we go down a path that brings us
to division.

The truth is, as I believe Senator Dodd said, there are loads of
commuters who come the other way-from New York to Connecti-
cut everyday. Just travel along 1-95 northbound and see the flow of
traffic in the early morning hours and the other way in the late
afternoon commuting hours. We in Connecticut feel that our
friends in New York actually impose costs on our government, not
only by commuting to Connecticut, by the air pollution they send
to our State, and by the partially treated sewage that they send
into Long Island Sound. Those arguments are based on fact, but
they are arguments that we really do not want to make.

What I fear is, that the New York tax legislation drives a wedge
into the harmony and cooperative spirit that has traditionally pre-
vailed in our region when we deal with common problems-such as
the environment, transportation, and economic development. That
is why I think S.800 and the work that Senator Bradley and the
rest of us have done on it is a measured and moderate response to
the problem.

We can argue about the constitutionality of the New York legis-
lation. But I believe it is clear that S.800 is itself constitutional.
That is, we in Congress have the authority to impose this moratori-
um and to try to give a commission the opportunity to bring some
peace, rationality and hopefully some continued progress to our
region.
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So I thank you, Mr. Chairman, for giving us this opportunity. We
take this Bill very, very seriously and I hope we can move it
through this Congress.

Senator RIEGLE. Thank you very much, Senator Lieberman.
[The prepared statement of Senator Lieberman appears in the

appendix.]
Senator RIEGLE. Gentlemen, we appreciate your testimony. Let

me just raise one question with you, and that is, you are all asking
for a Federal intervention here. It seems to me that it is quite un-
usual to ask the Federal government to step into a dispute between
States. You have certainly put the case facts on the table.

But how do we-I would like your thinking as to how we estab-
lish standards to decide when the Federal government is to inter-
vene in situations like this or other situations that might arise. I
can foresee situations, for example, that might be undertaken by
the State government of New Jersey or Connecticut that some
other adjacent State might take objection to. Should we view that
as something that is right for the Federal government to step into?
I mean, do we really want to go down that road?

I would like your thinking as to how we judge on a broader base
this question of when individual States come to the Federal govern-
ment and ask the Federal government to come in and try to deal,
and in a sense assert an authority over a dispute between two
States.

Senator DODD. Well, I would say, Mr. Chairman, first of all, I
would say it seems to me the appropriate and proper forum when
you have that kind of a conflict between States. They are out of the
courts, obviously, but as it has been pointed out I -- we will hear
later this morning testimony that the New York law is constitu-
tional. There is differing opinion on that. But for the sake of argu-
ment, let us assume that that is correct. So that the courts really
provide very little relief in this situation because the argument
would be whether or not New York had the constitutional right to
levy a tax as they have. Arguably, they have.

But that does not address the fundamental question that Senator
Lieberman raised and that is the issue of fairness and the possibili-
ty of constitutional laws that would levy taxes on the residents of
New York who come to Connecticut, either to work or use services
of our State or the State of New Jersey.

What we are trying to do here is to approach this in an equitable
environment. That is to seek equity here. The Federal law that we
are seeking here is the only means by which we can achieve that.
Obviously, were there some agreement to sit down and- try to re-
solve this in an informal environment then that might be the case,
but efforts along those lines have not been successful.

So when States-when there is a conflict between States, as
there is here-then this becomes the only available means by
which we can address that problem as it came to us. So it is an
appropriate forum in our view.

Senator LAUTENBERG. Mr. Chairman, I think that it is fair to say
that there are many cases where the Federal government has to
intervene in disputes between States, whether it is the enforcement
of existing law or the establishment of new law. In this case, there
is a question that I think should be resolved, at least to allow
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review. In the process of developing the legislation you are going to
have hearings. You will listen to testimony from experts. Give this
commission a chance to meet.

And meanwhile-And I think that there is a willingness, I un-
derstand from the State government in New York, to forego, for in-
stance, a surcharge that was there. So there has already been a
change in view and perhaps as we go through and review expert
information, testimony that we will find a way through this.

But I think it is perfectly appropriate for the Federal govern-
ment to review this in contemplation of the passage of law.

Senator RIEGLE. If I may just say-and then I would like to hear
from Senator Lieberman-why wouldn't another normal and more,
perhaps, immediate remedy in a case like this be for the Governors
of the respective States to sit down and talk? They obviously are
colleagues; they serve in a body of Governors; they are adjacent
State Governors. Why is that not an appropriate forum?

We will hear from two Governors a little bit later, but it still
seems odd to me that a matter of this sort cannot in some fashion
be addressed between the States directly without asking the Feder-
al government to intervene as a kind of referee. It may well be
that the facts in this case suggest that as a remedy, but I am trying
to put that in some broader context because it seems to me we
could have the Federal government asked to intervene in endless
numbers of disputes.

Senator Lieberman, you wanted to comment.
Senator LIEBERMAN. Yes, Mr. Chairman. I think we should leave

it to the Governors to respond directly. My understanding is that
there have been attempts at communications and they have not re-
sulted in substantial changes. But I will certainly leave it to Gover-
nor Kean and Governor O'Neill to respond.

I would like to respond briefly to your question about the stand-
ards for intervention by the Federal government in a situation like
this. In one sense, as my colleagues have indicated, what we are
asking for really goes to the heart of why the Federal government
was formed-to prevent the States from acting as independent so-
vereignties, competing and conflicting with one another.

I would set two standards-one practical and one constitutional.
The practical one is where the Federal government can play a con-
structive role as a mediator-as a source of alternative dispute res-
olution-and that is basically what we need now. We are at a
standstill. There is a rising level of fury in New Jersey and Con-
necticut; there is a rising pressure on elected officials at the State
level to take retaliatory action against New York. The Federal gov-
ernment can play a positive role by coming in through S.800 and
trying to calm this down.

Secondly, I would say the Federal government should enter
where a Federal authority is implicated or involved. In my opinion,
the Commerce clause is involved here. We are talking about the
free flow of commerce among the States. And this tax, I believe,
amounts to a burden on that free flow and justifies Federal inter-
vention in the very restrained ways provided for in this Bill.

Senator RIEGU:. Thank you.
Senator Moynihan.
Senator MOYNIHIAN. Could I ask Mr. Lieberman--
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Senator RIEGLE. Please.
Senator Moynihan. -who is a former Attorney General and a

person of great learning in the law and held in great respect in
this body. We have, it seems to me, two questions here. How do we
sort them out? This, I think, is a good occasion to try to do it. One
is, what is wise? What is political? What is equitable among neigh-
bors and many interrelated interests.

The second is, however, what is constitutional? And teach a
layman here because I ask to be instructed. Is it not the case that
some 14 States now do this-now follow the New York method of
scrutinizing total family income-husband and wife income, basi-
cally, which is what your remark about taxation by cohabitation
means?

I do not know if each State's particular method has been tested
in the courts, but I believe the original case-and here I am way
out of my league-was Maxwell v. Bugbee, which was 1919, in
which the Supreme Court upheld New Jersey's right to impose a
progressive inheritance tax and to include in the amount of estate
assets owned outside of New Jersey. I think that sort of set the
rule. I look to my lawyer friends for that.

If that is the rule, that presumably-although you do not know
these days-will continue to be the rule. The Supreme Court has
surprises for us on most Monday mornings it seems to me. But as-
suming that is the case, then the question becomes how do you
bring about an appropriate conciliation and negotiation. Do you
really think a statute can do it? Would a statute not lead to 5 years
of litigation?

Senator LIEBERMAN. Obviously, your question requires a prelimi-
nary comment-which is that I consider myself your student, not
your mentor. But let me say this: On the question of the New York
law, I think the constitutionality is arguable. It is a close case. I
understand that.

But what I want to contend this morning is that S.800, which
seeks to put a moratorium on that New York law, is constitutional
itself. In other words, we may argue about whether what New
York has done is constitutional, but I think it is clear that we have
the authority in Congress to step in and say, fellows, let us hold it
up for a while and see if we cannot work something out.

I raise the Commerce Clause, in response to the Chairman's
question, as a policy basis for Congressional intervention. We are
dealing with commerce here among the States in a very real way. I
am sure there is a quote from Hamilton here that would support
our desire to keep that free flow of people and commerce between
these three States going. unburdened by taxation by one State.

Senator MOYNIHAN. Thank you. I do thank you.
Senator RIEGLE. Senator Moynihan, did you want to pursue your

question period now?
Senator MOYNIHAN. No, sir. I just wanted to be instructed as I

have been.
Senator R!EG;LE. Very good.
Senator Bradley.
Senator BRADLEY. Thank you, Mr. Chairman.
I would like to get the witness' judgment, really, on the question

of' constitutionally. There are clearly diferent aspects of the New
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York law. Some are on much dicier constitutional grounds than
others. For example, a wide body of opinion would say the surtax is
unconstitutional, without any question. There are now cases that
are moving through the courts. How long they are going to take
one does not know. But they are asserting the unconstitutionality
of the entire New York law and of aspects of the New York law.

That creates a great deal of uncertainty. Senator Lieberman as-
serts there is a Commerce clause involved here. At a minimum,
what it creates is bad feeling among the States, which is not in the
interests of any of the States. And so, wouldn't you say that what
we are really looking for, and the commission and the moratorium
being the means to achieve that, maybe not the only means, but
the means to achieve that, is some reconsideration ofa iaw hastily
entered into aspects of which are clearly unconstitutional, the to-
tality of which is genuinely unfair. Isn't what we are really asking
for is some reconsideration, some more sober assessment of the
impact of these kind of emotions enacted in the dead of night and
the impact they will have on our prospects for regional growth?

Senator LIEBERMAN. Absolutely. I could not have said it better
myself.

Senator DODD. Well, I think a point that Senator Lieberman
raised a moment ago is very important. Senator Moynihan has cer-
tainly been-if not the leader-one of the leaders over the years in
this effort. It would be impossible in the time remaining this morn-
ing to recount the instances where we must work together-these
three States. We have the largest single concentration of humanity
on the face of the globe. It is concentrated in the Metropolitan area
of New York. This is not Nevada and California we are talking
about here.

There are 450,000 commuters every day that move between those
three States, primarily going to the City of New York. The issues of
environment, of transportation, of jobs, employment, are just stag-
gering in their proportions. It is vitally necessary that these three
jurisdictions work as closely as possible together. It is essential for
the well-being of all three jurisdictions.

What has occurred here-albeit if we want to argue constitution-
al, if the courts so decide that, and I think Senator Bradley has in-
dicated that may not be the case-but for the sake of discussion,
let us assume it is. Is it worth winning the point on a legal techni-
cality-the constitutionality of a particular statute-to sacrifice the
goodwill that must exist between these three States and the resolu-
tion of matters that are very important to all three States-all six
members of the Senatorial delegation and all three Governors.

So I would suggest that we may be winning-a battle may be
won here on a constitutional argument and a far larger set of
issues will suffer as a result of that. I think that is evident in our
respective legislatures where we have seen, I know-and the Gov-
ernor of our State does-we-have-had bills introduced by members
of the State Senate and State Assembly. I think that is true in New
Jersey as well. That kind of bad feeling does not portend well for
the relationships between the three States.

Senator LAUTEN, RG. I guess it is impossible to legislate good
feeling and harmony. But that is maybe a by-product of what is
going to come out of' this. I just ask our distinguished G(overnors
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behind us to be sure-I knew that Governor Kean had had discus-
sions with the Governor of New York State-Mario Cuomo-
whether there had been any progress and he will have a chance to
amplify that-but he indicated quickly, no. So did the distinguished
Governor of Connecticut.

So we are looking out of frustration to another way to deal with
the problem. The constitutionality issue, you know, I am the only
non-lawyer here and I am looking at three non-lawyers up there.
We are going to fight this out on some kind of fairground we hope
because there is too much at stake. There is the animus that builds
from taxing people working in New York State, coming, living-
having to live elsewhere because either they choose to bring their
children up in their environment or they cannot afford the high
costs of living in New York State or matters of such kind.

The fact is, it does not do any of us any good. I frankly think it
will serve to drive business out of New York which has to be of ne-
cessity a high cost area. And when people say, hey, listen, I do not
want to go tu work there, the whole of America is fighting with the
problem of labor shortage-of skilled people-being able to find the
kind of talent that we need to go to work. Well, if you drive them
out, they will find other places closer to home. That has been hap-
pening.

There are more jobs. There is more intrastate travel in Connecti-
cut and New Jersey than there ever used to be because people can
find what they want to do within the border. So we hope that this
will be the beginning of the smoking of the peace pipe. If we have
to do it under the umbrella of the U.S. Congress, so we should do
it.

Senator RIEGLE. Gentlemen, thank you very much.
Senator Bradley, anything else for you at this point?
Senator BRADLEY. No, I would like to just thank the witnesses for

their testimony.
Senator MOYNIHAN. As would I.
Senator RIEGLE. We thank our colleagues.
Let me now call to the witness table Governor Kean of New

Jersey, Governor O'Neill of Connecticut, and as well, Hon. James
Wetzler, who is the Commissioner of the Department of Taxation
and Finance for the State of New York.

Senator MOYNIHAN. Na, wait. I think the Governors are alone.
Senator RIEGLE. Let me just have the Governors present at this

point, if I may. Excuse me, I misspoke.
Gentlemen, we welcome you. It is not often that we have the

privilege of having Governors appear before us and it is a special
pleasure to have two outstanding Governors present today. We are
delighted to have you here. It sounds as if, to really round out this
debate, we might well need your colleague from New York who, of
course, is not here. But he is ably represented, as your State is, by
both our colleague, Senator Moynihan and the Tax Commissioner,
who will testify shortly.

We are very pleased to have you, Governor Kean, we would like
to hear from you first, please.
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STATEMENT OF lION. THOMAS t1. KEAN, (GOVERNOR, STATE OF
NEW JERSEY

Governor KEAN. Mr. Chairman and to Senator Bradley, Senator
Moynihan, I want to thank you very much for the opportunity to
be here this morning. As many of you are aware, the phrase "the
war between the States" usually refers to the American Civil War.
But lately, in New Jersey at least, people are starting to use it to
describe relations between New York and its neighbors, Connecti-
cut and New Jersey.

The most recent unpleasantness between the States involves, of
course, this decision of New York's to what we believe unfairly tax
and unwisely, also, we believe, tax out-of-state residents on the
basis of their entire family's income and not just a portion of their
income that is earned in the State of New York. We have got a lot
of outrage in New Jersey and I cannot blame the people who are
outraged.

There is talk of all sorts of things. There are newspaper articles
about urging New Jersey, and then letters, to boycott New York
stores and restaurants and not buy goods out of New York. Our
legislature has prepared a whole series of retaliatory bills that are
of "an eye for an eye, a tax for a tax" kind of atmosphere. But I
understand it, I mean, I understand why.

New York has enacted really a silent tax-hike on New Jersey
voters and it is going to cost them $50 million approximately--
more than they pay now. That increased taxation, of course, was
done without any representation. It was done unilaterally, without
any hint, without any discussion, without any calls among State of-
ficials, without any discussion or provocation whatsoever. There
was no New Jersey advocate or Connecticut advocate that was
given a chance to argue against this before it was put in place. No
New Jerseyan, obviously, had a chance to vote against it and 213
years ago we fought a war to end that kind of treatment.

This tax hike affects real people, who have to meet real chal-
lenges and they have to pay real bills. I am not talking in the ab-
stract. Let me give you one example of a real person who wrote
me. This is a New Jersey man and he works in New York City as a
doorman. He has for years. He makes about $16,000 as a doorman.
His wife is a school administrator back in New Jersey and his wife
makes $42,000. Instead of being taxed at the rate applicable to
$16,000, this doorman is going to have to pay taxes as if he earned
$58,000 and did it all in New York.

He used to owe New York $521 a year. But thanks to this unfair,
and I think unjustified, tax hike, he is going to pay New York $904.
That is a 74 percent tax increase. That is a lot of money for a man
who makes $16,000 a year.

What makes it worse, of course, is that it is not fair. New York
has said that since New Jerseyans use New York services, they
should pay for them. I agree with that. I agree with that; they
should and they do. But the New York tax scheme does not follow
this logic. Instead it taxes New Jerseyans as if they use those serv-
ices all of the time instead of just some of the time.

Let me give you another example. Let us say two co-workers are
working side by side, a Ms. Smith and a Ms. Jones. They work side

26-143 - 90 - 2
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by side at the same firm; they earn the same salary of $30,000. Ms.
Smith is single and she lives in New York. Ms. Jones is married
and lives in New Jersey and let us say the spouse works in the
home town and also makes $30,000. Ms.-Smith, who uses New York
services 100 percent of the time, will pay New York taxes at a
much lower rate than Ms. Jones who uses New York services only
25 percent of the time. The difference is startling and a bit dismay-
ing.

I am very pleased that New Jersey's Congressional delegation
has been so vigilant. I commend Senator Bradley and the other
members from New Jersey and Connecticut and members of the
House delegation because every one of them has written Bills and
tried to address this in one way or another. Our delegations have
moved quickly and moved thoughtfully.

I want to thank our regional neighbors from Connecticut who
are represented here by a great Governor-Governor O'Neill-for
joining us in this fight against its unjust tax. These Bills share a
common purpose-to relieve oppression of this particular tax. This
Bill we are talking about now, Senator Bradley s Bill, represents a
step toward reconciliation, not retaliation. It gives us a time to
pause and reflect before any further action is taken. It prevents
similar actions by other States, at least for the time being. We do
not seek conflict; we do not want confrontation.

In fact, Senator Bradley's approach seeks very thoughtfully to
avoid any further confrontation. Provision for a moratorium will
help cool the ardor for retaliation that is basically, I will tell you,
is sweeping our State.

I think it was 173 years ago Chief Justice John Marshall wrote,
"The power to tax is the power to destroy." This is something that
is often quoted. While circumstances may be slightly different
today, the truth of Marshall's action is still valid. The New York
tax represents an attack on regional cooperation and, therefore, I
believe on regional prosperity. New York and New Jersey have
gotten along very well over the past few years. We have negotiated
an historic series of agreements that have helped both States. No-
ticeable, we collect sales tax for each other. We have agreed to use
Liberty Island revenues for the homeless in both States. We cooper-
ate in identifying tax revenues that might be lost in one State or
the other through tax evasion.

These agreements have been talismans of cooperation. New Jer-
sey's unilateral tax hike threatens every one of these agreements.

Senator MOYNIHAN. You mean New York.
Governor KEAN. Pardon me?
Senator MOYNIHAN. New York.
Governor KEAN. Yes, the unilateral tax hike threatens those

agreements that we are talking about and threatens any further
cooperation, of course, to get more agreements."We hold so much in common," has been said in New York, New
Jersey and Connecticut, in an era in which we have seen a nation-
al competitiveness grow. Leaders on both sides of the Hudson real-
ize the greatest economic rivals we face are really across the ocean;
they are not across the river.

I am pleased to see that Governor Cuomo has announced a plan
to scrap the surcharge on New Jersey taxpayers. That is a start.



15

But it is only a start on an area that we believe is patently uncon-
stitutional anyway. New York and New Jersey need each other
very much. To impose a patently unfair tax upon New Jersey is to
drive a wedge between our two States.

Like good neighbors-New Jersey, New York, Connecticut-
should be able to solve this dispute, but up to this point the resolu-
tion has proved difficult if not impossible. Senator Bradley and his
colleagues have suggested a fair and equitable solution. We wel-
come your assistance.

But this is not the first time that the proper relationship be-
tween the States has been debated. I think it was around 200 years
a great New Yorker wrote, "An unrestrained intercourse between
the States themselves, will advance the trade of each by an inter-
change of their respective production, not only for the supply of re-
ciprocal wants at home, but for the exportation to foreign mar-
kets."

That I think is the quote that the Senator was looking for from
Alexander Hamilton. I believe also it comes from Federalist 11. But
it was no more true then than it is today. The less burdens placed
on interstate commerce the better off we are all going to be. No
burden is heavier than an unfair tax. Those Federalist Papers, of
course, from Hamilton were a message to the people of New York.
We would like to send a message also to the people of New York of
a different kind. We believe this tax is unfair; we believe it is un-
productive; we believe in the end, like a boomerang, it will come
back and hurt the City worse than it will hurt anybody else. And
we hope that Hamilton's message will be heard again today.

Thank you very much.
Senator RIEG iE. Thank you very much, Governor, for a fine

statement and a very thoughtful statement.
[The prepared statement of Governor Kean appears in the appen-

dix.]
Senator RIEGLE. You know, it is nice that when we have dis-

agreements, we still try to deal with them in a civilized way. It is
much appreciated.

Governor O'Neill, we are delighted to have you and we would
like to hear from you now, please.

STATEMENT OIF lION. WILLIAM A. O'NEILL, GOVERNOR, STATE
OF ('ONNE('TICUT

Governor O'NEIHi. Thank you, Mr. Chairman, Senator Moyni-
han, Senator Bradley. I certainly am proud and happy to join Gov-
ernor Kean in opposing the New York tax that reaches across the
borders of our States to tax New Jersey and Connecticut families
alike. Moreover, it is always a pleasure to be with our good friends,
Senator Dodd and Senator Lieberman, who I thought their points
were very well taken.

Senator Bradley, your Bill, which has been cosponsored by Sena-
tor Lautenberg, Dodd and Lieberman, recognizes the regional prob-
lems that can occur when neighboring States get involved in cross-
border taxation and the inevitable consequences-unproductive tax
disputes. Connecticut residents this Spring have been adversely,
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and in my opinion, unfairly affected by changes in New York's
State income tax. There is no question about it.

For New York had formally taxed income earned by Connecticut
residents working in New York. Certain changes in 1987 to the tax
laws extended the reach of that to our unearned income from out-
side the State of New York. I do not dispute the rights of a State to
tax the income of nonresidents earned within that State, even
though Connecticut does not tax earned income at all. What I do
dispute is the right of a State to reach for income earned out of the
State by nonresidents of that State, or the use of out-of-state
income as a basis for increasing the tax rate in which in-state
income is taxed.

The issue of a State's ability to tax is one of fundamental fair-
ness. Connecticut, like every other State, uses its tax dollars to pro-
vide much needed services to its residents and for others. I strongly
believe that the taxes paid should have a rough relationship to the
use of State services.

During this period of time when many States are struggling to
meet the costs of providing programs and services to its own citi-
zens, it is especially intolerable for residents of Connecticut to be
asked to pay a disproportionate share of taxes for New York serv-
ices. I believe the issue here goes beyond dollars and cents. The
issue here is also one of fairness and Federalism.

While New York points to the fact that for the moment their tax
changes have reduced the overall tax burden on every paying its
income tax, that discounts the fact that it may be attributed un-
fairly to begin with and the tax is always subject to increase.

If this moratorium is approved, it is clear Connecticut and New
Jersey residents will be paying a smaller proportion for New York
services than they are today. Let me state for the record, I under-
stand the attraction of taxing nonresidents. It is politically appeal-
ing. However, we in Connecticut decided against a retaliatory com-
muter tax aimed at New York residents who work in our State.
While we said no this year, I cannot guarantee you that we can
continue this stance in the future years if the problem with New
York's tax is not readdressed.

Governor Cuomo recently informed me that he will seek techni-
cal changes to his State's law that will stop taxation of unearned
income in our State, and possibly refund to some taxpayers money
that should not have been paid to New York's complicated tax
system to begin with. I commend him for that. It is a good first
step, but only a first step.

Nevertheless, it is appropriate to stop this process of cross-border
taxation before it leads to a destructive relationship where regional
cooperation is always necessary if we are to provide a full array of
services to all the residents that live in the region. Legislation like
New York's can only erode those relationships and make cross-
border tax wars more likely.

As Connecticut's Governor, I firmly believe our State has been
responsible in raising from its citizens the taxes it takes to provide
the services for Connecticut residents, as well as maintaining our
transportation networks for others who drive through our State.
Retaliatory taxes such as the ones considered by our General As-
sembly are really designed for retribution, not as revenue meas-
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ures. That is not something I would like to see. But we are human
and we all could get frustrated. No State should be subject to intru-
sions from other States against citizens whose hard earned tax dol-
lars should fund services within their own State.

In conclusion, I would like to make it clear that as Governor I
usually would not request the Congress of the United States to
interfere in State tax matters. However, in this case, Congressional
action provides the only effectual recourse for a just resolution of
this argument between the States. I urge your Committee to take
favorable action on the Bill.

I also wonder, out loud, perhaps, whether an initial mistake was
made to begin with with this particular tax bill that was formed
and drafted in Albany. Could it have been possible that when they
were drafting it, someone in the drafting made a mistake and now
no one can retreat from the position that was done to begin with.
Maybe that might be something to think about.

I know that perhaps all of us in this room have made a mistake
once in awhile. I think I made one back in 1948 or 1949. I cannot
recall what it is now. [Laughter.]

Governor O'NEILL. But those things happen. And maybe, just
maybe pride of authorship might be stopping a solution that could
be forthcoming in this particular piece of legislation. I would like
to think that. I would like to see people retreat from their positions
ind readdress the situation. This moratorium might give us time to

do exactly that.
Thank you, gentlemen.
[The prepared statement of Governor O'Neill appears in the ap-

pendix.]
Senator RIEGLE. Thank you both very much. You made very fine

statements and very persuasive arguments. Obviously there is an-
other side to the debate that we have not heard as fully yet. Hope-
fully the Comnissioner of Taxation from the State of New York
will round that picture out a bit.

But I would like to pose to each of you a question similar to the
one I posed to our three Senate colleagues. That is, it is quite un-
usual to ask for a Federal law that in effect reaches in and undoes
a State law-in this case a State tax law. That is what the Bradley
bill would do. It would suspend the effect of the 1987 New York tax
legislation here, and it has other aspects to it. Let's say, just hypo-
thetically, the case facts would support that, that there is an equity
argument here and for whatever the reasons just in a hypothetical
sense maybe the weight of argument is on your side.

But again, what is the broader principle that we ought to estab-
lish here as to deciding when the Federal government properly
should intervene and set aside a State law. Now I know-Governor
Kean, you have had a very distinguished record and you obviously
have very strong feelings about what you undertake to do within
your State. I do not know that you much like the notion of the Fed-
eral government coming in unless it is on the basis of some very
clearly defined set of ground rules. I am sure the same is true in
Connecticut.

So how do we establish some broad standard of intervention here
that is really quite extraordinary? I mean it is really quite an ex-
traordinary step to be seeking, it seems to me.
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Governor KEAN. We would never, I do not think, as Governors,
ever ask for Congressional help if there was another way to solve a
problem to begin with. And secondly, we would never want you to
interfere in our internal affairs unless they were affairs that were
beyond our control. This is taxation without representation and I
think there is a fairly broad tradition in this country of asking the
people's representatives to intervene when that takes place.

We, after all, joined the Federal compact in New Jersey, in part,
because of a large neighbor who was imposing tariffs at that point
on our goods. There is, I think, a very long tradition of when there
is something the States cannot resolve among themselves to come
here to our representatives and say that broadly, that we have
tried to resolve it, that we cannot. We think it is patently unfair
and, therefore, we come to our representatives, sitting as a whole,
and say we think this is unfair. We are not able to handle it. It is
not within a State, but between States, which is one of the very
things I believe the Federal compact was set up to solve.

Senator RIEGLE. Governor O'Neill, did you want to add a thought
or two to that?

Governor O'NEILL. Well, I feel the same as Governor Kean does,
of course. That we do not like to come here because we do not like
the Federal government intruding. However, there is no recourse
that we see at this particular point. We have discussed this with
our counter part, the Governor of New York, with no real redress
to the issue. And not having any redress from that particular
standpoint and being locked into the position we find ourselves in
at this moment, where else do we go?

Senator RIEGLE. Well, I do not necessarily want to have you play
out here the discussions you had with Governor Cuomo because
you should not be obligated to try to give his side of the argument
and he certainly can speak for himself. But there was a reference
by our colleagues earlier, Governor Kean, that you apparently had
had an exchange that was less than warm.

Governor KEAN. No, it has always been warm. I will tell you, I
think Governor Cuomo and I honestly get along better, probably,
than any two Governors who have ever represented our two States.
We get along well on the political level; we get along even better
on a personal level.

Senator RIEGLE. But I take it on this issue he has a very sharp
disagreement, is that right?

Governor KEAN. Yes, it is just disagreement. I am not breaking
any secrets to say Governor Cuomo said to me nothing in private
that he has not said in public. His stand is as hard, or as firm, in
private as in public. I think that is probably the same thing you
have found, Bill.

Governor O'NEIlL. that is true.
Governor KEAN. And without that, 'if I felt there was some way

that we could resolve it among ourselves then we would not be
here. We would try to resolve it among ourselves. We only come to
the Congress for a dispute between States when resolution between
the States becomes impossible.

Senator RIEGLE. So is it fair to say then, in your discussions with
Governor Cuomo, that you have discussed this at length, directly,
all the arguments we have heard today have been exchanged back
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and forth and the two sides are just locked in opposing positions? Is
that--

Governor KEAN. No, that would not characterize my discussions.
They have not been lengthy. We have not had a chance to expose
all the arguments because their position has been firm. As you
know, when you get into a discussion and one person takes a very
firm position it is very difficult then to continue the discussion of
additional arguments.

Senator RIEGLE. I guess what I am trying to establish here is, I
think to have the basis for a Federal intervention, it would at a
minimum be necessary to know that discussions have broken down.
That there is an impasse and that obviously further disc'ission on
that kind of basis does not appear as if it is going to lead to any
kind-of a resolution here. Do I take that to be your judgment?

Governor KEAN. Yes, that is my judgment. If there were any
chance of getting this tax substantially changed by negotiations or
talks between the three Governors, I would not be here.

Senator RIEGLE. Senator Moynihan.
Senator MOYNIHAN. That, Mr. Chairman, was--I was disappoint-

ed here, but not least because the respect that Governor Kean
knows that he has held by this Senator in this Committee with
whom he has been such an extraordinary help in welfare legisla-
tion last year, for example.

It is a rare thing to hear a public person with the care and preci-
sion and concern of Governor O'Neill speak of a measure as intol-
erable. Intolerable is a strong word and you do not use such words
very often. I am not sure that message has really reached New
York.

I have to say that, sir.
Senator BRADLEY. It will now, I guess.
Senator MOYNIHAN. It will now, as it is no doubt now doing. I do

think that, you know, we have the-we hear the Chairman trying
to deal with the problem of just constitutionality. We have that
problem. We also have this problem of comity and good sense.

But I want to thank our Governors and tell them how much we
respect them and appreciate their coming to us.

Senator RIEGLE. Senator Bradley.
Senator BRADLEY. Thank you, Mr. Chairman.
I think that the mistake that you are referring to, Governor

O'Neill, is that in the legislation anywhere the names New Jersey
or Connecticut appear it was meant to be New York.

Senator MOYNIHAN. Printers do that all the time.
Governor O'NEILL. It would be a totally fair Bill if that were the

case.
Senator BRADLEY. The question of intervening and voiding a

State law-the legislation really does not do that. It does not set
aside the State law. It simply says, this is going to be a cooling off
period. The law will not go into effect in the cooling off period so
that all parties can think together with the counsel of' the commis-
sion and ultimately come to what we think is our collective senses
and not escalate further, but simply isolate, and in this reconsider
on New York's part. We would hope. The commission would give
advice on that. That is really done to avoid more invasive action by
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the Federal government. This is not invasive action. This is a cool-
ing off period and a commission, as I contemplated the legislation.

I think that each of you have given outstanding testimony. I was
particularly interested in your argument, Governor Kean, on the
services question. I mean you do not really think about that very
often. But as I take it from your testimony, the result of the Bill
will be that the increase in tax for nonresidents for the use of serv-
ices will be much less than what the resident New Yorker would be
paying making the same income.

Governor KEAN. That is absolutely correct. New York's taxes go
up and down on a fairly regular basis. As New York's taxes rise
again, as I suspect they will at some point, with this as a base, that
inequity will become worse and worse.

Senator BRADLEY. So that if someone had a $10,000 income in
New York and the rest of the income, maybe from another spouse,
was $40,000 or $50,000, and the tax rate in New York went up and
person making $50,000 maybe formerly was paying 9 percent,
might be paying 12 percent, it would be a tax at a 12 percent rate.

Governor KEAN. That is absolutely correct.
Senator BRADLEY. Well, we hope that when we hear from the

witness from New York we will be able to get into a great deal of
specifics so that people actually understand how the tax works. But
I think your suggestion-your point-was very well taken.

Senator RIEGLE. Senator Moynihan.
Senator MOYNIHAN. Before our most distinguished witnesses

have to leave. Can I ask my learned friend from New Jersey, how
does he respond to the celebrated dictum of Oliver Wendell Holmes
that, "the power to postpone is the power to negate"?

Senator BRADLEY. I think that is the motto of the U.S. Senate.
[Laughter.]

Senator RIEGLE. Gentlemen-Senator Moynihan, did you have a
rejoinder?

Senator MOYNIHAN. I would have to go back to Holmes to find
another one.

Senator RIEGLE. Just one final thing before we finish with our
Governors here and that is this: I would say to you Governor Kean,
is the notion that the Federal government should in effect suspend
a State law. The idea of the Federal government saying, look, we
are not sure, we are uneasy, we will suspend the State law and we
will take a look at it and we will have a commission and the clock
will run and so forth.

That seems to me to be quite a different approach, if you will,
than someone who said, we think there is a problem here. We want
to try and change it. So let us have the commission; let us not try
to suspend the State law, because in a sense if you come in and
interdict the actions of the State then obviously it can happen in
New Jersey, it can happen in Connecticut, it can happen in Michi-
gan, or any other place.

I am not a lawyer with the background that would let me know
the number of times in which a Federal action has been taken
where it has reached in and said to a State, we are in a sense
taking away your authority to act in that area. We are suspending
a State law for the time being. I just wonder, are you really com-
fortable with that notion. You may very well be in this case, but I



21

am not asking you just with respect to this case, but I mean the
general proposition. Is that really a sound way to go as a matter of
general practice?

Governor KEAN. I am never comfortable with the Federal gov-
ernment coming in, for any number of reasons. But Mfter all, we
have State laws suspended all the time--often by the courts but
certainly by a Federal presence of some sort.

Senator RIEGLE. But I think an act of Congress is quite different,
is it not?

Governor KEAN. Yes. Congress is quite different. I would be hap-
pier, frankly, in the hands of the U.S. Congress these days than I
would be in the hands of the courts. I think when it does come to a
question of relations between the States, you have got to remem-
ber, I think, why we were formed and how the constitutional con-
vention progressed. And the idea that there were then all sorts of
problems between the States, and particularly between large States
like New York and then a very small State like New Jersey.

It was Governor O'Neill's State, really, that made the Federal
compact work by coming up with a compromise. But it was all set
up to resolve disputes so that we did not have border wars, and tar-
iffs and taxes, and all of that between the States. This is very dif-
ferent.

People taik about the California experience. This is very differ-
ent than the California law. The California law is not a commuter
tax. It does not tax people that way. The California law is very dif-
ferent. It simply taxes a retiree, for instance, on income coming
from a company in another State. This is a new and different ex-
tension. I suppose if it is left alone people will start doing it all
over the country who need income in difficult times and it is going
to create all sorts of troubles on various borders.

Big States can do it easier to small States because they have
more-you know, more clout.

Senator RIEGLE. Have your researchers been able to find for
you-or maybe you even know from your own knowledge and
memory-where the Federal Congress has acted to intervene and
in a sense set aside a State law on a temporary basis and to put a
commission in its place to decide if it is a fair law? Are you aware
of any other instance in modern times when that has been done?

Governor KEAN. I am not. But I have no problem with the U.S.
Congress setting precedents of this kind because I think they are
based on historic experience. They are based on the experience of
the country, and they are based on the United States Congress-
the people's representatives-trying to solve a problem between
States.

It is very different if this was simply upsetting a State law, af-
fecting the people of one State. This is very, very different. This is
taxation passed without any representation. In this case, without
any notice even, without any consultation and in which we have
absolutely no regress, other than to come to our elected representa-
tives. I think that is the case which I would make for coming and
asking you whether or not you will be of help.

Senator BRADLEY. Mr. Chairman, you asked a question that de-
serves an answer. The question was, did the Federal government
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ever do what this law contemplates? The answer is yes. In 1959,
public law 86-272, where exactly what this contemplates was done.

Senator RIEGLE. Tell us-I mean, just give us a sense as to what
that did.

Senator BRADLEY. It is relating to the power of the States to
impose net income taxes on income derived from interstate com-
merce and authorizing studies by Congressional committees of mat-
ters pertaining thereto. It essentially is the same thing-saying set-
ting aside certain laws that were passed and establishing a commis-
sion.

Senator RIEGLE. Well, I am not familiar with that case.
Senator BRADLEY. I am not sure that this is not a debate that we

need to have now. But we will put it in the record, at least. I would
like for it to be in the record.

[The information follows:]

APPENDIX I.-P.L. 86-272-THE INTERSTATE INCOME LAW

TITLE I.-IMPOSITION OF MINIMUM STANDARD

SEC. 101. lal No State, or political subdivision thereof, shall have power to impose,
for any taxable year ending after the date of the enactment of this Act, a net
income tax on the income derived within such State by any person from interstate
commerce if the only business activities within such State by or on behalf of such
person during such taxable year are either, or both, of the following:

(1) the solicitation of orders by such person, or his representative, in such State
for sales of tangible personal property, which orders are sent outside the State for
approval or rejection and, if approved, are filled by shipment or delivery from a
point outside the State; and

12) the solicitation of orders by such person, or his representative, in such State in
the name of or tbr the benefit of a prospective customer of such person, if orders by
such customer to such person to enable such customer to fill orders resulting from
such solicitation are orders described in paragraph (1).

(bJ The provisions of subsection (al shall not apply to the imposition of a net
income tax by any State, or political subdivision thereof, with respect to-

(11 any corporation which is incorporated under the laws of such State; or
(2) any individual who, under the laws of such State, is domiciled in, or a resident

of, such State.
(c) For purposes of subsection (a), a person shall not beconsidered to have engaged

in business activities within a State during any taxable year merely by reason of
sales in such Stateor the solicitation of orders for sales in such State, of tangible
personal property on behalf of such person by one or more independent contractors,
or by reason of the maintenance of an office in such State by one or more independ-
ent contractors whose activities on behalf of such person in such State consist solely
of making sales, or soliciting orders for sales, of tangible personal property.

Senator MOYNIHAN. I might say, just because we are trying to
work this out-and I think the spirit is clear.

Senator BRADLEY. Yes.
Senator MOYNIHAN. That is truly the case-the precedent. But it

did not set aside one State statute, it set aside all State statutes of
a particular type.

Senator BRADLEY. Yes.
Senator RIEGLE. And I think that is precisely the point I was

driving at. I think there is the question of whether that is a prac-
tice we want to establish. I also wonder even if we have the capac-
ity to do that because I think we might be invited to come in and
do some fine tuning on State laws all over the country and not just
tax laws.

To my general knowledge, to have not done that. We have not
gone in and said to a State that is having a dispute with another



State, look, we would like to-we are just gcing to act and set your
law aside temporarily. That seems to me to be quite different. I
mean, if we are doing that to all the States at once, you know, that
is a different kind of a situation. But to get into a dispute between
States, I think is something different and it deserves, I think, very
careful thought before we start down that road.

Governor KEAN. I would agree with you. It deserves very, very
careful thought. I would only suggest that this is the camel's head
inside the tent. I presume if this is allowed to stand and States
need revenue very badly, you will see it popping up in other parts
of' the country. You will see the same kind of ill feeling. Other
people will be down here. I think Senator Bradley's suggestion that
perhaps this is the time to look at it, to give it some thought, to try
and get together and see whether we cannot come up with an ami-
cable solution and that the U.S. Congress may have a part in that
process is probably the right step.

Senator RIEGLE. Very good. Gentlemen, thank you very-Did you
want to add something Governor O'Neill?

Governor O'NEILL. Only to say that I feel the same as Governor
Kean. We do not like the intrusion any more than you would if we
were trying to intrude upon the Federal government. However,
there is no recourse that we can see at this moment because of ba-
sically a stone wall that we find ourselves at that is not moving.
We would like to get some movement there.

Senator RIEGLE. Very good. Gentlemen, thank you very much.
We are very pleased to have had you this morning.

Senator BRADLEY. Thank you very much.
Senator RIEGLE. We will juist pause one minute before our next

witnesses are called to the table.
[Whereupon, a recess was taken and the hearing resumed at

12:18 p.m.]
Senator RIEGLE. The Committee will come back to order and let

me invite those that wish to remain to find seats. Let me now iden-
tify our--

Senator BRADLEY. Mr. Chairman, let me say that I think it is un-
fortunate, I do not think the TV crews should leave before the next
witness testifies.

Senator MOYNIHAN. The New York crews are remaining.
Senator RiEGLE. Mr. Wetzler, we welcome you and we appreciate

your important responsibilities as Commissioner for the Depart-
ment of Taxation and Finance for the State of New York. We are
very interested in your testimony. We appreciate your being here
this morning.

Of course, you have had the occasion now to listen to others,
make the other side of the argument. There is always a certain
order in which things come. So you come late in the list of wit-
nesses, but your point of view is certainly as important as any
other that we have heard and so we are anxious to hear it.
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STATEMENT OF lMEN. JAMES W. WETZILER. COMMISSIONERR , )E-
PARTMENT OF TAXATION ANI) FINN('E, STATE OF NEW YORK,
ALBANY, NY

Commissioner WETZLER. Thank you very much for having me tes-
tifv. It is good to be back at the Finance Committee after almost a
5 years' absence. I am a little out numbered at this hearing. I take
refuge in the famous statement from Williams Jennings Bryan
that "One man, when clad in the armor of a righteous cause, is
stronger than all the hosts of error."

Senator RIEGLE. Let it be said, too, for the record, that you
served in an outstanding way previously as the Deputy Staff Direc-
tor to the Joint Tax Committee, and so you are certainly familiar
in these precincts and we are delighted that you are back here
with us today.

Commissioner WETZLER. Thank you I have a statement I would
like to put into the record if that is okay.

Senator RIEGLE. Without objection.
Commissioner WETZLER. I will just give a summary and try to

deal with some of the issues that have been raised by the previous
witnesses.

First of all, our view is that there really is no problem here that
requires Congressional action in the sense that New York has
made changes to its tax law that are legal, that are widely used in
other taxing jurisdiction, and that, taken together, provide very
substantial tax cuts for our nonresident taxpayers.

From having heard the previous witnesses, you probably would
not have guessed that the law we have enacted has, in fact, provid-
ed very substantial tax reductions for New Jersey and Connecticut
taxpayers who earn income in New York. But that is the case, and
we are going to demonstrate that.

Secondly, were there a problem, we do not believe that S.800 is a
very good solution to that problem. I will go into some reasons why
I think that is the case as well.

Let me begin by describing what New York's tax reform and re-
duction program has accomplished. As you know, Congress enacted,
under Senator Bradley's leadership and, indeed, the leadership of
the Finance Committee, a major tax reform in 1986. That broad-
ened the tax base New York, like many other States, conforms its
State income tax base to the Federal tax base. So the tax reform,
absent any other changes, would have provided a revenue windfall
to New York State through our conformity with the Federal base
broadening.

New York decided that it was going to provide tax cuts to offset
that. What we did is, in 1987, enacted a tax reduction and reform
bill that first of all provided tax reductions to give back the wind-
fall that otherwise we would have received from Federal tax
reform. But we went further than that. We actually enacted some
tax reform at the State level. That involved further broadening of
the State income tax base, and rate reductions to offset that. And
then still more rate reductions to provide a very substantial net
tax reduction.

The net tax reduction, when it is fully effective in 1991, will be
providing tax cuts at an annual rate of $4 billion a year. This year,
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1989, the third year of the five year program, the net tax reduc-
tion-that is net of the New York reforms and net of the Federal
windfall-is around $2.5 billion.

Some of those reforms were very helpful to nonresidents. One of
them was what is called income splitting, which was designed to
deal with the marriage tax penalty. It was interesting that Senator
Lautenberg referred to his daughter's concerns. Governor Kean re-
ferred to an example where two spouses have equal incomes-one
in the State, one out of the State-and compared that tax burden
with a single person's.

In reality, the income-splitting feature of our law deals with
those issues and creates a State tax law that has only a very small
marriage penalty, and in many cases almost none. I go into that in
somewhat more detail in my statement. The top marginal tax rates
before the tax bill were 9 percent on earned income and 12 percent
on unearned income, and the tax bill reduces those rates to 7 per-
cent by 1991. That is from a maximum of 12 percent on unearned
income all the way down to 7 percent. This year the top tax rate
for both types of income is 7-7/8 percent.

So the tax reductions are very dramatic. There was an increase
in the standard deduction, which takes the poor people off the tax
rolls, that was up to $13,000 for a married couple-a higher
amount than the Fede~ral standard deduction.

Now we think it is wrong for our critics to separate reform and
reduction. If there is one Senator who should know the linkage be-
tween those two, it should be Senator Bradley, who pioneered that
concept at the Federal level. Now, on balance, our cuts, net of the
reforms, provide substantial tax cuts to nonresidents. In 1989, the
current year, nonresidents taxes will be reduced by $180 million
below what they would have been had we not enacted this law in
1987. That is fully proportional to the tax cuts being received by
residents.

So when people talk about what an outrage this is and how we
started a border war in the dead of night, I think it is worthwhile
to keep in mind that nonresident taxpayers, as a group, are receiv-
ing substantial tax reductions. Not everyone is receiving a reduc-
tion. For both our residents and our nonresidents, perhaps 10 to 20
percent of the taxpayers have tax increases; the other 80 to 90 per-
cent have reductions. But on balance, looking at nonresidents as a
whole, there is a very substantial tax cut. I think that is important
to note.

Despite our adoption of the California method of apportionment,
the reason why nonresidents still get a proportional tax cut on av-
erage is because other features of our law disproportionately bene-
fit nonresidents. My statement goes into those features of the law
in greater detail.

Now let me discuss the California method. The other witnesses
have described how it works, and I need not go into that. The basic
reason we think it is appropriate is because it is fairer. If I have a
taxpayer who earns $10,000 of income in New York and has
$90,000 of other income, why should that taxpayer be given the
benefits that are designed to reduce taxes for poor people. It is
clear that it is only appropriate for New York to tax the income
earned in New York-the $10,000 But why should that taxpayer
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be treated like a poor person and have that $10,000 treated as if
that taxpayer has no outside income.

Keep in mind that while people have quoted examples of two-
earner families, those are not the only taxpayers affected. It affects
single people; it affects, let's say, accountants in the Big 8 account-
ing firms who have income from all over the country, and so on
and so forth. So we think it is fair.

Fifteen States use the California method. This is not some bi-
zarre new idea cooked up in New York to pick the pockets of our
neighbors. Fourteen other States use this method of apportion-
ment-that is out of 45 States who have an income tax, and 41
States who tax nonresidents. New Jersey, as has been pointed out,
uses this method of apportionment to calculate its inheritance tax.
The Federal government uses this method of apportionment to cal-
culate the foreign tax credit. So this is not some strange new idea.
This is a tried and true method of taxation that is used in many
other jurisdictions for many other purposes.

There has been some discussion of our stonewalling the other
States. I do not think that is accurate. We have conferred. I have
conferred with my counterparts in both New Jersey and Connecti-
cut. Governor Cuomo has stated publicly that if our law is having
unintended side effects, if it is operating inequitably, we will
change it. He asked me to review the law with that in mind. In
response to that review, we have come up with some technical
changes. Now we call them technical corrections, but the fact is we
are talking about $10 million a year out of a provision that without
the corrections would have raised $60 million.

So it is not a trivial matter. It is a significant modification of the
law that Governor Cuomo has recommended to the legislature. So
we think that you need to look at our law in the context of overall
reform and reductions. Do not look at the affect of one provision on
taxpayers, look at the affect of the whole package-the tax cuts as
well. And as I say, there have been very, very substantial tax re-
ductions.

Personally, I think that Governor O'Neill, Governor Kean, and
the taxpayers of New Jersey and Connecticut ought to be congratu-
lating Governor Cuomo for having cut their taxes substantially,
rather than criticizing him for the one piece of the package that
offsets a modest portion of those tax cuts.

Now let me turn now to S.800, the Bill in question. First of all, as
I say, I do not think there is a problem here. We have cut taxes.
We have done it in a legal fashion. We have done it in a way that
is used by many other States. But let us assume hypothetically
there is a problem. Is this the appropriate solution? I think the
answer is not.

First of all, it singles out New York. None of the other 14 States
who use this method would be barred from using it, only us. I
think that is unfair. I think it is of questionable constitutionality to
single out one State. What you would be saying is, if a New Yorker
earns income in California, California can tax that income under
the California method of apportionment. However, if a Californian
earns income in New York-if the situation were exactly re-
versed-New York could not tax that person on that income in the
same way.
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I am not a lawyer either. We did some research. Apparently the
Federal government has never tried to limit the taxing authority of
one State, singling out that State. So it would be hard to say-I
think we would be breaking new ground constitutionally. But I,
personally, think there are serious constitutional questions raised
by the Bill. I also think it is unfair. It is not fair for the Senate to
single out one State.

Secondly, it singles out one part of an integrated package. Sena-
tor Bradley's bill does not put a moratorium on the tax cuts, it only
puts a moratorium on the tax reform. I think that is a bad princi-
ple for the Senate to be establishing because you are going to be
coming under some very heavy pressure to look at your own tax
reform bill from 1986-the historic tax reform that was enacted
under the leadership of this Committee. And if you establish the
precedent that we keep the rates cuts but repeal the reform, I
think you are going to find yourselves in a lot of trouble later on
this year as pressure builds up to reexamine the tax reform bill.
But that is exactly what this Bill would require New York to do-
to roll back the reform, but to let the reductions stand.

Thirdly, we object to the retroactivity of Senator Bradley's bill. It
goes back to 1988. That is last year. We think that would create
some administrative problems for us. I would also just point out
that in some cases the California method produces a tax reduction,
such as in a case where a taxpayer has income in New York and
losses out-of-state, this method creates a lower tax; and so in those
situations the Bill would require us to impose retroactive tax in-
creases on those taxpayers.

Lastly, I think the Bill sets the wrong standard for Federal inter-
vention to limit State taxing authority. Senator Riegle, you have
asked a number of the witnesses about this-about what the stand-
ards ought to be. It is clear the Federal government has substantial
power to limit a State's taxing authority. But I believe that that
should be used very sparingly. It should be used in cases where
State taxes interfere with interstate commerce. It should be used in
cases where double taxation is occurring-where several States are
trying to tax the same tax base. Neither of those situations pertain
here.

I am worried that this Bill could become the vehicle for other
proposals to limit State taxing authority, a number of which are
pending throughout the Congress. By setting lenient standards for
when the Federal government should intervene, you make it more
likely that these other proposals will get serious consideration. We
believe Congress should be moving in the other direction and re-
moving restrictions from State taxing authority and, indeed, we
will be coming to you with suggestions on how you can help us col-
lect tax on mail order sales, which is a move in the other direction,
the way we think you ought to be going.

What is the proper solution to this dispute? Well, first of all, I
think one element of a proper solution is for the political leaders of
the affected States to communicate the facts to their voters. The
fact here is that nonresidents are getting substantial tax cuts. Yet,
I do not think that is getting properly communicated. I think there
should be a continued dialogue between the States. As I say, there
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has been a dialogue; that dialogue has led to our proposing some
technical changes in the law.

New York, New Jersey and Connecticut are pioneers in inter-
state cooperation in administering tax laws. We have the ability
ourselves to discuss these matters and to work out solutions where
appropriate. To the extent that discussions between the States do
not work, 1 think the courts &re the place to make the decision.
The law in this area is quite well developed. The law that has been
developed by the courts so far makes sense-that these taxes are
basically upheld if they are not discriminatory and if they are
fairly apportioned.

We believe our law would meet those standards. We think those
are really the same standards the Senate would want to apply if it
took a look at it.

Finally, I think we ought to get beyond this dispute over what is,
in fact, a fairly modest tax question-a very technical tax ques-
tion--and on to the bigger issues of how the three States can coop-
erate in making the tri-state region better--both in the area of
taxes and elsewhere. We think it is important to get the focus back
on the ways we can help our citizens more by cooperating rather
than by continuing what is, I think, really a dispute that is unnec-
essary since we have, in fact, provided very substantial tax cuts to
these taxpayers.

Thank you very much.
Senator RIEGLE. Mr. Commissioner, you make a very strong pres-

entation and we have made your full statement a part of the
record.

[The prepared statement of Commissioner Wetzler appears in the
appendix.]

Senator RIEGLE. I draw from it and I just restate what I take to
be the bottom line of what you are saying, that after review by the
State taxing authorities in New York, in conjunction with the Gov-
ernor of your State, that you have decided your position today is
that you think the law is sound, it is proper, it is being carried out
in a fashion that you had originally intended, and that you are
making some adjustments which you think are not inconsequential
on the margin to this. But fundamentally your position is that you
feel you are on sound ground, you have reviewed it, and you feel
that the tax system you have is justified and that the Federal gov-
ernment ought not to intervene.

Is that in essence what you are saying here?
Commissioner WETZLER. I think that is largely correct. However,

I am still under direction from the Governor to be examining this
law to see whether it has unintended impacts or it operates unfair-
ly. To the extent we learn that that is the case, I think the Gover-
nor will make further adjustments.

Senator RIEGLE. Now that is a very important point. So you are
saying that this is not a closed issue, that the Governor has in-
structed you to continue to examine it and further examination is
underway and that this is not something that you are in concrete
on.

Commissioner WETZLER. Well, you know in the taxing business-
and you know this on this Committee better than anybody-noth-
ing is ever closed. Right now we think our method is fair. We have
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got very sizable tax cuts in place. I know some of the witnesses
have said, "Well, that is fine but what if your tax rates go back
up." We do not think that is going to happen. We are very proud of
our tax cuts. But I am sure if the tax rates went back up, it would
be appropriate for the Governor, whoever is the Governor at that
time-I do not think they will go back up during the Cuomo ad-
ministration-and whoever is the Tax Commissioner at that time
to take another look.

Nothing is ever closed. But so far, neither the Governor nor I
have not been convinced that our law is operating unfairly. In fact,
a number of the examples that you have heard from prior wit-
nesses are incorrectly calculated.

Senator, I do not want to be critical of any particular Senator,
but Senator Dodd gave an example today which is basically carried
over from his press release which shows a taxpayer whose tax
would go up to-I think-$502. That example simply fails to calcu-
late the tax accurately. I would like to correct his numbers.

Senator RIEGLE. Let me do this. I am happy to have that. We will
put what you have in the record. But I want to establish in my own
mind something very clearly, and that is, are you asserting on
behalf of the State of New York and, in effect the Governor, that
further examination will go on. I take it that what you are really
saying is, you like the law the way it is, you feel it is justified, you
do not intend to undo it or roll it back or suspend it, but that you
feel quite comfortable in the position that you are presently in
with respect to your tax system. Is that a fair summary?

Commissioner WETZLER. That is right. We believe our law is fair,
particularly when viewed in the context of the overall tax reduc-
tion package. To the extent that we become convinced that it does
not operate fairly, as with any other part of our tax law, naturally
we would be looking at proposals to change it.

Senator RIEGLE. Then let me ask you just one final question and
I will yield to my colleagues. I take it then that from the vantage
point of the other Governors who were here today, who obviously
hold a contrary 'view, that they have had those discussions with
your Governor. °There is in effect a basic difference of opinion, that
there is an impasse here and that I draw from what I have heard
this morning that further conversations between the Governors
probably will not change things very much because of the strength
of the case that you folks feel you have on the merits of your posi-
tion.

Commissioner WETZLER. Well, just to be precise, there have been
extensive discussions between the Tax Commissioners of the three
States. I do not think that the Governors have talked in detail and
at lenght-The Governors have exchanged letters. There have been
discussions at my level, so I think we understand their objections. I
think they understand our case. The problem is that so far, to my
mind, the arguments have not been convincing.

Senator RIEGLE. Well, I got the clear impression from Governor
Kean that you had in fact talked quite directly with Governor
Cuomo about it and that to a-from Governor Kean's point of view,
an unsatisfactory conclusion, that there is a fundamental differ-
ence of opinion at that level in addition to the difference of opinion
that appears to exist at your professional level.

26-143 - 90 - 3
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Now if that is not right, I just want to make sure that there is an
opportunity to clarify that here. But that is how the cards sit at
the moment as I hear, this testimony today.

Commissioner WETZLER. Okay. I personally am not in a position
to characterize the discussions between the Governors. I was not a
party to them so I am not a very good source on that.

Senator RIEGLE. Well, is the description I gave accurate with re-
spect to how it stands with respect to the Tax Commissioners?

Commissioner WETZLER. Yes, that's right.
Senator RIEGLE. Very good. Thank you.
[The information follows:]

Senator 1o)0/((1 Example
Married: One spouse earns $;,)() in New York, one earns S2$X,(00 in Connecticut.
Senator Dodd's calculation of 198S tax liability was $502.50.

Actual Tax LiabilitN
Actual tax liability for this sample taxpayer for 1 98 is $229 and for 1989 is $216.

Senator RIEGLE. Senator Moynihan.
Senator MOYNIHAN. Mr. Chairman, I would simply want thank

Mr. Wetzler for his very able and comprehensive testimony.
I wish to make one observation. Ynu are quite right in your point

that this particular legislation in New York has reduced overall
tax rates. But I do not feel that is a very relevant fact. The rele-
vant fact is that the Governors of two States have come before this
Committee and they said that what you-we have done in New
York is, in their view, not fair. The Governor of Connecticut said it
was in his view intolerable. That is not the normal language of
these careful, moderate, public men.

I would hope that word would reach into your bureaucracy, sir. I
say it very bluntly. I used to work in the Governor's office and I
know what the Department of Taxation and Finance can be like. I
am not sure how much it has changed. I have been 13 years on this
Committee and I have never before had the experience we had this
morning.

I do not believe, Mr. Chairman, that older members would know
of it either-Mr. Bentsen or Mr. Matsunaga or Mr. Packwood. That
was an extraordinary event. It requires more than a technical re-
sponse. But I am sure you understand that anyway.

Thank you, Mr. Chairman.
Senator RIEGLE. Thank you, Senator Moynihan.
Senator Bradley.
Senator BRADLEY. Thank you very much, Mr. Chairman.
I think Senator Moynihan has made a clear point, as usual. I

would like to try to put some flesh on a statement that you made.
When you described the value of the technical corrections at about
$10 million, could you break those out for us? How do the technical
corrections meaning those things that you have looked at and you
felt were unfair and merited changes, get to $10 million?

Commissioner WETZLER. Keep in mind, that is $10 million for all
nonresidents, not just $10 million for New Jersey.

Senator BRADLEY. Oh, no. I understand that. The total amount
raised is about $50 to $60 million.

Commissioner WETZLER. Well, I think it would be $60 million
without the technical corrections and $50 million with.
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Senator BRADLEY. So what are those changes that you have rec-
ommended?

Commissioner WETZLER. The two changes that the Governor is
recommending to the legislature-one of them involves the sur-
charge that we have on unearned income.

Senator BRADLEY. Okay.
Commissioner WETZLER. Which applies for 1988.
Senator BRADLEY. Right. And you are recommending what'?
Commissioner WETZLER. It takes the surcharge out of the calcula-

tion so that we would be only applying the surcharge to unearned
income of nonresidents that is sourced in New York. Let's say you
have a gain on the sale of property in New York or interest income
received in connection with a business located in New York.

Senator BRADLEY. So that you would rebate that'?
Commissioner WETZLER. Yes. We are proposing that that be ret-

roactive so that the affected taxpayers could file for refunds.
Senator BRADLEY. I see. What is that amount?
Commissioner WETZLER. That is much of the $10 million. I am

not sure of the exact number.
Senator BRADLEY. And then what is the other thing you are rec-

ommending?
Commissioner WETZLER. The second one deals with the way the

allocation fraction is computed. Our method of taxation consists of
two steps. First of all, a nonresident calculates his or her taxes as
if he or she is a resident and secondly, multiplies that tax by a
fraction-the numerator of which is New York source income, the
denominator of which is total income.

Senator BRADLEY. Right.
Commissioner WETZLER. Today that fraction is computed based

on Federal income concepts- Federal adjusted gross income.
Senator BRADLEY. Right.
Commissioner WETZLER. What we are proposing is to have that

fraction be computed with the New York modifications, so that
income that is taxed under the Federal government but exempted
in New York would be excluded from the calculation of the frac-
tion, and income that is taxed in New York but excluded at the
Federal level would be included in it. The main effect of that will
be on pensions because New York provides very generous treat-
ment for pensioners. And so excluding pensions from the fraction
will be very beneficial to people who live out-of-state but receive
pensions from New York sources.

Senator BRADLEY. So that the second change that you relate goes
to the unfairness that exists in the law now, in which someone who
gets a New York pension ends up paying more tax that you think
upon a second look is really fair?

Commissioner WETZLER. That is right.
Senator BRADLEY. So you expect to change that'?
Commissioner WETZLER. Yes. We are proposing to the legislature,

and we at the moment have no reason to think the legislature will
not act on that suggestion.

Senator BRADLEY. Are there other suggestions that you have that
make up that $10 million?

Commissioner WETZLER. No, those are the two that we have rec-
ommended. We have not really heard any suggestions from our
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friends in New Jersey and Connecticut on how we might change
the law, other than outright repeal. And the problem with outright
repeal is that many features of our law-and I refer in particular
to income-splitting work-very beneficially for nonresidents, par-
ticularly the two-earner couples about whom the concern seems to
be deepest.

Senator BRADLEY. But what you are saying is, you are committed
to repeal $10 million worth of the law and that you are looking at
other possibilities; is that what you are saying?

Commissioner WETZLER. At the moment we are not considering
any specific possibilities because no other cases of unfairness have
come to our attention.

Senator BRADLEY. When do you think that those will be re-
pealed?

Commissioner WETZLER. We hope later on this month. The legis-
lature is shooting to get out by June 30th. So if all goes well it
would be done by then.

Senator BRADLEY. So that the problem related to the unfairness
of taxing pension recipients will be changed and the surcharge will
essentially be rebateable to those who have paid it; is that correct?

Commissioner WETZLER. We are proposing to make the pension
change retroactive as well on an elective basis so people whose
taxes are reduced by that technical correction would have the
option of filing amended returns for 1988.

Senator BRADLEY. Okay. One of your objections to the law as
such was its retroactivity. That is not a problem, you think, with
these two changes?

Commissioner WETZLER. Well, we are making them retroactive
on an elective basis. So only people with tax reductions will file
amended returns and claim refunds.

Senator BRADLEY. But the argument of retroactivity could also-
basically, you can find ways to deal with it as you have found ways
to deal with it in these two cases?

Commissioner WETZLER. Well, you could deal with the problem of
your Bill's being retroactive by changing the effective date.

Senator BRADLEY. I was only responding to your question.
Now, you say there is a kind of net cut of $180 million for non-

residents. Do you know how that is apportioned by State-New
Jersey, Connecticut and other? Could you provide that for the
record?

Commissioner WETZLER. I can try. New Jersey, I believe, has
done its own analysis and I think the figure they have given us is
that about a net cut of around $100-125 million for New Jersey.

Senator BRADLEY. Okay.
Commissioner WETZLER. But I have not seen a breakdown by

State.
[The information requested follows:]
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STATE-BY.STATE BREAKDOWN OF 1989 TAX CUTS FOR NONRESIDENTS AS A RESULT OF TAX REFORM
AND REDUCTION ACT OF 1987

STale hTa cut Percent of tax

Saemillions of cut
dollars

New Jersey $112 62
Connecticut 31, 17
Florida 7 4
Pennsylvania 5 3
California 2 1
Massachusetts .. 2 1
Alt other States 22 12

Total .181 100

Note App tio enrrnt calculation of fax cut was done using historical liability figures for each State The New Jersey Division ol Taxation has
made its own estimate of the 1989 lax cut reducing New Jersey commuter's New York tax liability by $125 million Proosed technical amendments
to New York's law would, if passed, make the fax cuts slightly larger

Senator BRADLEY. And then just so I lhave a clear idea of how
this California method works, are you-is the way the law works-
Say I am a violinist and I come to New York and perform a concert
for which I am paid $1,000, $500, or whatever. I perform all over
the country and my income is like a total of maybe $60,000. You
are saying for my performance in New York, for which I am paid
$1,000, I will be taxed at a rate as if I had raised $60,000 in New
York?

Commissioner WETZLER. You will be taxed on the $1,000, but at
the rate that would be applicable, according to the graduated rate
schedule, as if your income were $60,000. That is the net effect of
the formula.

Senator BRADLEY. $60,000.
Commissioner WETZLER. And I think that is the fair result.
Senator BRADLEY. And the Tax Department has the capability of

monitoring all people who come into New York for a perform-
ance-a violin performance? How do you do that, just out of curios-
ity?

Commissioner WETZLER. Well, that is an interesting question be-
cause we are making a major effort to tzy to identify people who
owe us tax and who do not file tax returns.

But, first of all, like most other taxing jurisdictions, we rely very
heavily on voluntary compliance. However, we try to encourage
voluntary compliance by seeking out nonfilers.

Senator BRADLEY. Right.
Commissioner WETZLER. We use a lot of computer matching, and

we find various data bases of people who we have reason to think
are earning income in New York. The Governor has made a major
investment in our computer systems, and we have greatly en-
hanced our ability to identify nonfilers. We have found a number
of lawyers and people in the financial services industries who have
not filed. We are proceeding to look at other industries as well.

Senator BRADLEY. Well, I appreciate your testimony very much
and I do hope the legislature acts.

Commissioner WETZLER. We are urging them to.
Senator MOYNIHAN. Thank you, Mr. Wetzler.
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And now as our concluding witness we have the great pleasure to
welcome to the Committee, I believe for the first occasion, Mr.
Joseph C. Small, who is counsel to the firm of McCarter & English,
attorneys at law, of Newark, New Jersey.

Mr. Small, we welcome you to the Committee. You have a rather
extensive prepared testimony which I would like to suggest .wVe put
in the record as if read and then you proceed to summarize or
expand on as you wish.

STATEMENT OF JOSEPH C. SMALL, ESQUIRE, COUNSEL,
McCARTER & EN(ISISt NEWARK, NJ

Mr. SMALL. Thank you, Senator Moynihan, Senator Bradley.
I am here to testify in support of S.800. I think it addresses a

very important question of Federalism-not only how should States
tax the income of individuals who work in one State and live in
another, but how should that decision be made.

I think we have the example before us of one State deciding for
itself how that should be done. I know our time is short.

Senator MOYNIHAN. No, sir. We have kept you, now you take
your time.

Mr. SMALL. Okay.
Senator MOYNIHAN. Just because you are last does not mean you

lose out if others take longer than they ought.
Mr. SMALL. What I was going to indicate to you was that I ap-

proach this problem, I think, from a unique perspective and if you
will allow me-each of the other witnesses who appeared before
you today, you knew not only by their faces but by the positions
they held. I have spent some time in the past working a little more
quietly and reflecting on these issues.

I was born in New York City and I think I am the only person
appearing here today with a good, solid New York accent. I lived
there for 28 years. I moved to New Jersey 18 years ago and I have
lived and worked in both States. I have commuted in both direc-
tions. I have filed resident and nonresident tax returns in both
States.

But I think what is more important is that for 4 years I spent a
good part of my time fighting the State of New York as a Deputy
Attorney General of the State of New Jersey. I defended New Jer-
sey's Emergency Transportation Tax-a tax which you all know
was eventually declared unconstitutional. However, similar Laxes
are now floating around the New Jersey legislature again.

Several years later, as counsel to the New Jersey Director of
Taxation, I helped to negotiate with New York the first bi-State
sales tax agreement, whereby each State collects money for the
other. I can tell you frankly that my efforts defending the Emer-
gency Transportation Tax resulted in substantial transfers, ap-
proximating the $50 million a year we are talking about with this
tax, going from New York to New Jersey.

My efforts, however, in directing and implementing the sales tax
agreement between New York and New Jersey resulted in, to date,
$70 million which has been directly collected by the two States and
probably an equal or greater amount by increased voluntary com-
pliance. And though the earlier effort might have been more satis-
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rewarding for a public servant interested in good government, good
tax policy, good intergovernmental relations and creating the ap-
propriate incentives for citizens to pay their fair taxes fairly and
even-handedly administered and fairly apportioned between the
States.

I think it is important to note that I think Commissioner Wetzler
and Commissioner Bannon, who came here with Governor O'Neill,
and Director Baldwin, have a very strong working relationship.
But they work within a political context and they are not always
free to write the laws of their States as they have the expertise
perhaps to do. Laws, as you know, are passed by legislatures and
signed by Governors. Sometimes the political problems between the
States prevent that good collegial relationship at the Commissioner
level from moving up to the legislative and Gubonatorial level.

The whole question of how these taxes are to be determined-the
taxes on people who live in one State and work in another-what
they should be and how they are determined, I submit to you, is
not a matter for judicial, nor is it a matter for Congressional deter-
mination. But when the States who have the responsibility for
doing this fail to act as they should, I think the only responsible
thing for this body to do is to step in and take some action, and to
try and get the States to the drawing board.

As part of my work I have seen many examples of States work-
ing together. Most importantly, an example which ended up badly
but started very well, was back in the late 1950s and early 1960s.
New York imposed a very unfair system of personal income tax
which permitted itemized deductions of many expenses to New
York residents, but not to norresidents working in New York.
There was, as always, a lawsuit; and the lawsuit was lost by an in-
dividual who worked in New York and lived in New Jersey.

The whole taxing system was clearly unfair, but the system was
constitutional. I think that, perhaps, is the situation we are faced
with today. Note that Governor Cuomo and Commissioner Wetzler
have told us that they plan to have some of those really egregious
provisions of New York's new law carved out. I think the statute
probably would withstand constitutional scrutiny. But I do not
think it is fair. How do you resolve such an issue when it is not
fair?

Well, Governor Rockefeller and Governor Hughes got together
and they made an agreement on how income tax should be imposed
on individuals who work in one State and live in another; and it
involved reciprocal credits and the enactment of the Emergency
Transportation Tax. The two Governors got the two legislatures to
act, because in those days Governors could get legislators to move.

It was enacted and the peace prevailed for 15 years until num-
bers changed and times changed and New York decided it wanted
out of the deal. And then we entered the protracted like litigation
that I participated in.

Similarly, New Jersey had entered into an agreement back in
the 1970s with Pennsylvania. New York and New Jersey, New
York and Connecticut have sales tax agreements. Now there is a
lack of consensus between the two States and I think what we need



36

is a symbol which is familiar to athletes and that is "time out."
That is the moratorium.

What is the real problem? We have heard talk about New York
having a general overall tax cut. But the commuters are paying a
relatively higher tax compared to residents than they did before.
And the only reason the tax commuters are paying is because of
the overall cut which applies to everybody. I think those of us who
have studied the tax system--and Senator Bradley I think you
would know this well-what irks people is not the total taxes they
pay, but what they pay relative to others.

Prior to the 1986 Act-The normal wage earner was not so upset
with the tax system we had and the taxes he paid, what upset him
was that high income individuals had a way to shelter their
income; the wage earner did not. I think that is precisely what is
happening here-the New York worker who lives in Connecticut
and New Jersey feels that he should not pay more than the person
who works next to him and that if he is to pay more, it should
depend on something that happens in New York, not something
that happens outside of New York.

I can go on and I think my prepared remarks have enough of
what needs to be said.

[The prepared statement of Mr. Small appears in the appendix.]
Senator MOYNIHAN. Mr. Small, it devolves upon me as Chairman

to say that at 1:00, under the Rule, we must adjourn the Commit-
tee.

Mr. SMALL. Okay. So then why don't I answer any questions you
might have. That probably is more useful for me to direct my re-
marks to what interests you.

Senator MOYNIHAN. Senator Bradley. Would you--
Senator BRADLEY. Thank you, Mr. Chairman.
I would like for you, Joe, if you could, just to tell us what you

think might happen if we do not have some kind of resolution.
Mr. SMALL. I think you will have the passage of legislation in

New Jersey. Perhaps an emergency transportation tax which the
Governor may feel, despite. his reluctance, compelled to sign be-
cause of New Jersey's shortage of money, and then we could have
long litigation. You know, litigation takes forever; the litigation I
was involved in which found a tax unconstitutional, found it uncon-
stitutional 7 years after the suit was brought and nobody got a
penny back. I attribute that to good lawyering, but some people
may say that that is unfair.

I do not think the courts should decide these things. They are po-
litical decisions.

Senator BRADLEY. Well, we hope that the wisdom of your views
will be seen by the Governor of New York and that he will make
some changes in this. We hope that the testimony today amplifies
and deepens our own understanding of the problems that the two
Governors face, and more importantly, the feelings that are being
expressed by countless New Jerseyans and Connecticut residents,
and the importance of kind of regional cooperation, for all of our
mutual benefit.

I think that your own work on this issue is enormously impor-
tant for me, for the Committee, and I think for all the States con-
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cerned. I think your testimony today is illustrative of how much
you have thought about it. I thank you very much.

Senator MOYNIHAN. If I could just add, I want to agree. That was
a very helpful historical reminder of the agreement between Gover-
nors Rockefeller and Hughes. Let us, indeed, conclude on the note
that Senator Bradley just sounded.

We thank you, Mr. Small, for your very careful testimony. I
would finally like to include in the record an article from the
Michigan Law Review, by Walter Hellerstein, entitled "Some Re-
flections on the State Taxation of Nonresident's Personal Income"
which I believe is good.

Mr. SMALL. It is a brilliant article.
Senator MOYNIHAN. You are familiar with it.
Mr. SMALL. Yes.
Senator MOYNIHAN. And thank our Staff, thank our recorder and

thank all our witnesses and guests. The hearing is now closed.
[Whereupon, the hearing was adjourned at 1:00 p.m.]





APPENDIX

ALPHABETICAL LISTING AND MATERIAL SUBMITTED

PREPARED STATEMENT OF SENATOR CHRISTOPHER J. DODD
Mr. Chairma,;, I am here today in an effort to head off an interstate tax war be-

tween New Yoi'k, and Connecticut and New Jersey.
Let me explan briefly what the situation is and how Senator Bradley's legisla-

tion, which Senitors Lieberman, Lautenberg and I have cosponsored, seeks to end
the warfare.

Prior to 1988, the State of New York taxed nonresident commuters on the portion
of their income earned in New York at the tax rate applicable Jo all people with
that amount of income thus, for example, a Connecticut commuter whose taxable
income in New York was $6,000 and whose spouse's taxable income in Connecticut
was $28,000 would pay New York taxes on the $6,000 earned in New York at the 3
percent tax rate applicable to all people with that amount of taxable income. Thus,
under the old law, the Connecticut commuter would pay $180 in taxes.

By contrast, under the New York law that took effect on January 1, 1988, the
same Connecticut commuter would still be taxed on $6,000, but would piy the tax
rate applicable to a couple with $34,000 of income. That rate is 8.375 percent. Thus,
the new law requires a tax of $502.50 on the $6,000 earned in New York, or nearly
three times the old tax.

Inasmuch as New York law reaches its maximum marginal tax rate at $34,000 of
taxable income, frankly the new law will have little effect on wealthy commuters
because the) are already paying the maximum tax. The people who will be hurt are
those with small incomes, for whom an additional $320 can be quite important.

Mr. Chairman, I mentioned earlier that our legislation is designed to head off an
interstate tax war. What I mean by that is that since the enactment of the New
York law, bills have been introduced in both the Connecticut and New Jersey legis-
latures that would retaliate against New York commuters who earn income in those
States.

I do not quarrel with the notion of a commuter tax. People who use the facilities
of another State should pay for those services. However, they should only pay for
the services they use, as reflected by the income they earn. To tax out-of-state com-
muters at a different rate than in-state residents is unfair and bad public policy.

That is why we are introducing this legislation. It is designed to temporarily halt
implementation of the New York law while at the same time preventing the imple-
mentation of any retaliatory laws adopted by Connecticut or New Jersey. it is our
hope that this breathing space-about two and one-half years worth-coupled with
the recommendations of a presidentially-appointed commission, will produce an eq-
uitable regional solution.

Mr. Chairman, I urge prompt consideration of this important matter of equity in
interstate taxation.

PREPARED STATEMENT OF GOVERNORR THOMAS If. KEAN

Good morning. Senator Bradley, Senator Moynihan arid Members of the Senate
Finance Committee, thank you for the opportunity to testify this morning.

As many of you are aware, the phrase "the war between the states" usually refers
to the American Civil War. But lately some have begun to use it to describe the
relations between New York and its neighbors, Connecticut and New Jersey.
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The most recent unpleasantness between the state involves New York's decision
to unfairly-and I believe unwiseiy-tax out of state residents on the basis of their
entire family's income, not on the portion earned in New York.

My constituents are outraged, and I cannot blame them. There is talk of a boycott
of New York stores and goods. Our legislature has prepared a series of tax bills that
would retaliate, an eye for an eye and a tax for a tax.

It is easy to understand why. New York has enacted a silent tax hike on New
Jersey's voters that will cost them $50 million more than they pay now.

This increased taxation was done without any representation. It was done unilat-
erally, without any hint, without any discussion, without any provocation.

No New Jersey advocate was given the opportunity to oppose this. No New Jersey
ever had a chance to vote against it. Two hundred thirteen years. ago we fought a
war to end just this sort of treatment.

This tax hike affects real people who have to meet the real challenge of paying
real bills. Let me tell you about a fellow who lives in New Jersey.

I'm not talking in the abstract here. Let me give you one example, of a man who
works as a doorman in New York, and makes about $16,000. His wife is a school
administrator back in New Jersey. She makes $42,000.

Instead of being taxed at the rate applicable to $16,000, this fellow is going to
have to pay taxes as if he earned $58,000 in New York.

He used to owe New York $521 a year. But thanks to this unfair and unjustifiable
tax hike, he's going to pay New York $904-a 74 percent increase. That s a lot of
money for a man who makes $16,000 a year.

New York has said that since New Jerseyans use New York services they should
pay for them. I agree and they do.

But the New York tax scheme doesn't follow this logic. Instead, it taxes New Jer-
seyans as if they use those services all of the time, instead of only some of the time.

Let me give you an example: let's say two co-workers, "A" and "B", work side by
side at a New York firm and earn the same salary, $30,000.

'A" is single and lives in New York. "B" is married and lives in New Jersey. His
wife works in their hometown and also makes $30,000.

'A," who uses New York services 100 percent of the time, will pay New York
taxes at a much lower sate than "B", who uses New York's services only 25 percent
of the time. The difference is as startling as it is dismaying.

I am pleased to see that New Jersey's Congressional Delegation has been vigilant.
Senator Bradley, Senator Lautenberg and the Members of the New Jersey House

Delegation have all written bills to relieve this unjust tax New York would levy. I
thank our Delegation Members for moving quickly and thoughtfully.

And I thank our regional neighbors from Connecticut, for joining us to fight this
unjust tax. Senators Dodd and Lieberman, and Members of the Connecticut Delega-
tion have been very helpful. (I am pleased that my fellow Governor and good friend
Bill O'Neill is here today, too).

These bills share a common purpose to relieve the oppression the New York tax
would visit on our friends and neighbors back home.

Senators Bradley and Lautenberg have proposed a bill that represents a step
toward reconciliation, not retaliation. It gives us a time to pause and reflect. It pre-
vents similar actions by other states at least for the time being.

We do not seek conflict or confrontation. In fact Senator Bradley's approach
thoughtfully seeks to avoid it.

The provision for a moratorium will help cool the ardor for retaliation that has
swept my State.

One hundred seventy-three years ago, Chief Justice John Marshall wrote, "The
power to tax is the power to destroy." While circumstances are slightly different
today, the truth of Marshall's assertion is still valid.

The New York tax represents an attack on regional cooperation and regional
prosperity. New York and New Jersey have negotiated a series of agreements in the
past decade that have helped both states.

We collect sales tax for each other. We have agreed to use Liberty Island reve-
nues to help the homeless in both states. And we cooperate in identifying tax reve-
nues lost through tax evasion.

These agreements are talismans of cooperation. New York's unilateral tax hike
threatens these agreements and that cooperation.

New York and New Jersey and Connecticut hold so much in common.
In an era in which we have seen international competitiveness grow, leaders on

both sides of the Hludson realize that the greatest economic rivals we face are across
the ocean, not the river.
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I was pleased to see that Governor Cuomo has announced plans to scrap the sur-
charge New York imposed on New Jersey taxpayers.

This is a start, but it is only a start. New York must go further and rewrite this
unfair tax.

New York and New Jersey need each other. To impose a patently unfair tax upon
New Jersey is to drive a wedge between our states.

Like good neighbors, New York, New Jersey and Connecticut should be able to
solve this dispute. But up to this point resolution has proved difficult.

Senator Bradley and his colleagues have suggested a fair and equitable solution.
We welcome your assistance.

This is not the first time that the proper relationship between the states has been
debated.

Some 200 years ago, a New Yorker wrote, "An unrestrained intercourse between
the states themselves will advance the trade of each by an interchange of their re-
spective production, not only for the supply of reciprocal wants at home, but for the
exportation to foreign markets.

What Alexander Hamilton argued in Federalist Number 11 is no less true today.
The fewer burdens placed on interstate commerce, the better off we'll all be. And no
burden is heavier than an unfair tax.

In 1787, Hamilton began publishing the Federalist Papers as a message to the
people of New York. Today his message must be heard again. Thank you.

PREPARED STATEMENT OF SENATOR JOSEPH I. LIEBERMAN

Mr. Chairman, I want to thank you and the Finance Committee for holding this
hearing on S. 800 and the New York state commuter tax law. I am pleased to be
here with Senator Dodd and Connecticut's governor, the Honorable William O'Neill.

The driving force behind this legislation is the issue of fairness. Section 601(e) of
the New York State tax code is designed to raise $50 million for New York by
taxing non-resident commuters on the basis of income earned outside of New York,
as well as income earned in New York. The law is unfair. A Connecticut family, for
example, in which one spouse works in New York, would have its New York earn-
ings taxed at a rate based on the family's entire income-including income earned
by a spouse working in Connecticut and income from Connecticut investments. This
is especially unfair for Connecticut families whose principal sources of income are
in Connecticut.

I have no quarrel with New York's attempt to recoup actual costs imposed on the
State by Connecticut commuters. But Connecticut residents who do not commute to
New York do not contribute to those costs, and their Connecticut income should not
be a basis for ratcheting up New York tax rates for Connecticut commuters. More-
over, New York imposes its share of costs on Connecticat too First of all, many
New York residents now commute to Connecticut to work And pollution from New
York is a major contributing factor to some of Connecticut's worst environmental
problems, including ozone pollution in the air and pollution in Long Island Sound.
The environmental and public health costs of these problerr.s are enormous.

In this climate, the New York commuter tax is a divisive force that drives a
wedge between our states at a time when they can least afford it-when regional
cooperation on transportation, the environment, and regional economic development
is increasingly important.

The bill before this Committee is a measured and moderate response to the com-
muter tax problem, one that seeks a responsible regional solution. It relieves Con-
necticut and New Jersey residents of an unfair tax burden, while an independent
commission, with representatives from New York. New Jersey. Connecticut and the
U.S. Attorney General's office, studies the problems posed by the New York tax law
and looks for an effective regional solution I hope the ('omnuttee will act quickly to
mark up this legislation and move it through the Senate

If we in the congresss fail to act, it is not hard to imagine the legislators of Con-
necticut and New Jersey taking matters into their own hands and enacting retalia-
tory taxes to penalize New York As Governor O'Neill can testify, there has been a
good deal of pressure on ('onnecticut to enact a commuter tax provision, and I un-
derstand the New Jersey legislature is considering a number of retaliatory tax
measures. That kind of tax warfare is not in any State's interest, and it can and
should be avoided by passing S ?%u0
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SUBMITTED BY SENATOR DONALD RIEGLE, JR,

(Excevpts f -om the Michigan Law Review,
,Jine 1974, Vol. 72, No. 7)

SOME REFLECTIONS ON THE STATE
TAXATION OF A NONRESIDENT'S

PERSONAL INCOME
Walter Hellersteins

I. INTRODUCTION

T HE doctrinal ferment that permeated the constitutional law of
state taxation in the 1930's' evoked an impressive outpouring

of scholarly commentary.2 Detailed consideration was given to ques-
tions of situs, domicile, and jurisdiction to tax;' to distinctions be-
tween subject, rate, and measure;" and to the nature of tangibles,
intangibles, and income.5 Judicial opinions were dissected, legal
fictions were discredited,T and ameliorative proposals, theoretical and
practical, were advanced.s The Supreme Court signaled the end to
much of this conceptual unrest and commentary by resolving many
of the issues in definitive," if somewhat inequitable,1 0 terms. With

0 Member of the District of Columbia Bar. A.B. 1967, Harvard University; J.D.
1970, University of Chicago.-Ed.

1. Compare Farmers Loan & Trust Co. v. Minnesota, 280 US. 204 (1930), and First
Natl. Bank v. Maine, 284 U.S. 512 (1932) (due process clause forbids "double taxation"
of intangibles) with Graves v. Elliott, 307 U.S. 383 (1939), and Curry v. McCanlesa, 307
U.S. 357 (1939) (due process clause no bar to "double taxation" of intangibles). See also
Pearson v. McGraw, 308 U.S. 313 (1939); Guaranty Trust Co. v. Virginia, 305 U.S. 19
(1938); First Bank Stock Corp. v. Minnesota, 301 U.S. 234 (1937); New Yor', ex rel.
Cohn v. Graves. 300 U.S. 308 (1937); Wheeling Steel Corp. v. Fox, 298 U.S. 193 (1936);
Senior v. Braden, 295 U.S. 422 (1935); Virginia v. Imperial Coal Sales Co., 293 U.S. 15
(1934); Lawrence v. State Tax Commn., 286 U.S. 276 (1932).

2. See, e.g., the artides cited in notes 3-8 infra.
3. See Merrill. Jurisdiction To Tax-Another Word, 44 YALE L.J. 582 (1935); Tweed

& Sargent, Death and Taxes Are Certain-But What ol Domicile, 53 HARy. L. Rav. 68
(1939).

4. See Lowndes, Rate and Measure in Jurisdiction To Tax-Aftermath of Maxwell
v. Bugbee, 49 HAiv. L. Rav. 756 (1936); Rodell, A Primer on Interstate Taxation, 44
YAt. LJ. 1166 (1935).

5. See Bittker, The Taxation of Out.ol.State Tangible Property, 56 YAt. L1. 640
(1947); Nossaman, The Fourteenth Amendment in Its Relation to State Taxation of
Intangibles, 18 CALF. L Rzv. 345 (1930); Rotuchaefer, State Jurisdiction of Income for
Tax Purposes, 44 HAxv. L. Rav. 1075 (1931).

6. See Lowndes, The Tax Decisions of the Supreme Court, 1918 Term, 88 U. PA.
L. Rv. I (1939); Traynor, State Taxation and the Supneme Court, 1938 Term, 28 CALL?.
L Rzv. 1 (1939).

7. See Guterman, Revitalization of Multiple State Death Taxation, 42 COLUM. L
RAy. 1249 (1942); Lowndes, Spurious Conceptions of the Constitutional Law of Taxa-
tion, 47 IfAvv. L. Rav. 628 (1934).

8. See Farage. Afultiple Domicils and Multiple Inheritance Taxes-A Possible Solu.
tion, 9 Glwo. WAsit. L. Rav. 375 (1941); Hellerstein & Hennefeld, State Taxation in a
National Economy, 54 ItARv. L Rzv. 949 (1941).

9. See Curry v. McCanlea, 307 U.S. 357 (1939) (due procs clause no bar to "double"
death taxation of intangibles); Guaranty Trust Co. v. Virginia, M U.S. 19 (1938) (due
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the -,)%ernin niilo.ipiLcs nil ire or !ess esta!rli.,hetl, at tca t to the sati.

fact ion of tlise w! ii ini ht be ullotivated to % i te . lbitit tlem, the
business .I literpretilia; inpiemlentiL'- *tte pt , ipl t',. tcath, andi
personal iI )Ine ta\es was it t la, ) cl [ !, 1 c )tate cotII tw atIti tile tate
l egisl att ure.'.'

With respect to the taxation of personal iniome, it was plain by
1940 that states were constitutionally free to tax residents on all
personal income wherever earned' and nonresidents on personal
income earuned i ithin the state,"3 ei~cn though these two principles,
taken together, meant that an individual's income might be subject
to "double-taxation" by different states." The Court, after toying
with the idea for a decade,'" finally rejected the invitation to forge
the due process clause into a tool for preventing multiple taxation"
and reverted to the ruling law of an earlier era"7 that left the solution
of such-pr)blems to the collective wisdom of the states.

process clatise no bar to "double" incoine taxation); Frirk v. Penns~)!ld.-nia 2f)8 U.S.
473 (1925); 'nion Refrigetator Transit Co. v. Kentucky. 199 U.S. 194 (19, i (real
propvtir ailil i.ignrl p-i ,o;iirl" ,asable ulntcr dt'ath anrd propco.r ttax la.,s otil) by
states in %ilith located).

10. The Court zsc li had reservations lr itr-nig the impact of its decisions per.
hitting multiple 5tate taxarton 'i the same come or intangibles. "If we enjoyed the
freedom of the framers it is poible that i e mniht, in the light of cxpc rience. devise
a more equitable system of taxation than that %,hlLh they ga'e us." Curry %. McCanless,
307 U.S. 357, 373 (1939).

11. The sirme cannot be said sth refereite to state taxation of buiorcRsses. %%here
cases continued to be bitteti, fought for the next three decades user due protess and
commerce clause resttictions oin state income, salts, aid use taxes. See generally
J. HELLtParrix. 5r\TE AND LocL ',XATION pts. 4 & 5 1 3d ed. 1969); Dev'elopments in
the Law-Federal Limilations on State Taxa;n , of lite-rstate Bunesi. 75 tAR.. L.
REV. 953 (1962).

12. New York ex rel. Cohn v. Gracs. 300 1' S '0, A ,1371; Lawrence v. State Tax
Commn.. 2S6 U.S. 276 (P)Q).,. Ma.ztire %, .i .'. 7 U , 12 , l.'20(.

13. Trais v. Yale & Tosne Mfg. Co., 252 L -,. 60 O1920,; Shafter v. Cartuir. 252 U'S.
37 (1920).

Throughout this article th' tern it-ident" is t:,tt! ioi,1%S to in(lude the \arious
concepts associated siih :he definition of a rcitc(tit for )tate tax liurpes. suh as
domicile, ptcsenre tit the si. te or ot her than .rit (norar purple i)r 101 a sperrtred
peroi l iuf tiTlt'..iiii tn llt tn1aI ( e )f a petfladticirlt ice of abi e in the stale. See
G..\LT'. . X - I. k tI\(; A.\LOCArION OF Ix-o-tr. 1\ ,r rF. 1 x 13 (2d ed. IS"0 ;
the ftlm 'i . , tit.d to Incall an I1li%1,, tli i O lct th.in a rcsi werit. In all%
partt(,ilar ( .e'. tit toise., tile ptetise nictaili. O ft11 trns "tL t '"lt anid "nonresi.
(elit , r(!r)o t,!, 4,i 11 ' ,:w ,l;titiorl Set nuIlt in a 1i0t", '.I\ - r1tiit' %#'0 NiWC. 11 listate
Taxti;.on ot Persu,al !nc,.,?e, IlI U. P,,. L. R-\. 974, 'J77.7) 1 3

1H. (.ua ant' lItu~t Co. v. Virginia, 301 U.S. 19 1')3il . I(t hes ,. ,'' otnsitI Tax
Comlmi i. 2. 7 s\ _. 271. '27S N.W 1l , appeal ,u irn;,ird. "1)1 S. 548 I193q).

15 S, ,a( c'i i j i ll i o ute I Jipra.
I, "_ (, : " t ', It t I , I ' , - n N , %' 11411 _A 19 38); C~l t \ ('a I 1, ,s.

307 U.,,. !57, 372-71 (1937).
17 i" " . . Bullen v. W, st.onsin. 240 I'S. ti'. 116,, Blackitone % Miller. l',S U.S

189 (1903,.
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As their need for revenue increased, a growing number of states
turned to or relied more heavily tipon the personal income tax as a
revenue source." To the extent that the states' power to tax personal
income was not limited Lv any constitutional proscription against
multiple taxation, fairness to the individual taxpayer depended on
the sates' self-restraint---or enlightened self-interest'1 -in refraining
from exercising their taxing powers to constitutional limits"' or in
granting credits for taxes paid to other states. 2' Despite the absence
of any formal interstate agreement designed to achieve greater uni-
formity and equity in the multistate taxation of personal income,2

the burden on the individual whose income is taxable by more than
one state has been reduced over the years. 3 Nevertheless, the tax
status of the multistate taxpayer today is often characterized by un-
certainty, unfairness, and -,,nsiderable confusion.24

18. While a number of states enacted income taxes during the nineteenth century.
see 1. J.LEiPtsrtit, supra note I1, at 59. they were genc:allv abandoned due to admin.
istrative difficulties. See Rottsc'haefer, iupra note 5. at I)75. The "modern revival" of
the income tax rl.an %ith the a,'oprion of the ,'5icon;n income tax in 1911. Id. at
1075. Today between forty and fortvyfi'e states impose pet:,:>nal income taxes--the pre-
cise figure depends on whether one Includes those states thav imp-'c their levv on only
a limited category of income or taxpa.erS. See authorities cted in notes 120-26 infra.
and accompanying text. O,,er the %ears, the iraics hae general. raised the rates of
their personal income taxe%. Co'rpazre, ez, U S. BLRFAU OF THE CEtSus, SrnsT"ICA.L
ABssTAcT oF MEtI Unrrf.D STTr-s, ,rkTF IO1i(Do+L INi'ott TxEi: 1972. at 429 (1971)
with U.S. BLR4UPt, OF THE C.SUS, Sr.ATiSrtICL . -BiTRACT OF TIE LITrFD STATES, STATE
IDI'LD'AL l TiO'.E r.,xt s 191)2. at 130 l'1i i.

19. ee Starr. Reciprocal and Retaliatory Le 4iira:on in :he imrtcai States, 21
MiN. L. Riv. 371 (1937).

20. See 1ow ConE ANN. 1 122 ,12',, Stipp. 1973,; MINN. Srr. AN,. , 29110Al (Stupp.
1971); W IS. Sr ,T. A .Nn. I 71.03(2,'c) II9 t9,) ,ill excluding nolri.irdent pcirso n l ser,,ice
income from taxation if state of residence offers teciprocal c\xiCuon.

21. Eg., CAL. Rgv. & TAx COD I 1[001 1970; XN.Y. Tx Lo'It i , :,;: VA.
CoDE ANN. 1 58-151.015 Supp. 1973).

22. There is such an ageement uith rrspe t ro the muii-irat,, t.\ 1!:,1, -I *tirii ,s
income. Oer thirty-fie states are members or associate members of bhe \I, h .- ie Ta x
(ornpact. P-H SrTE A D Loc i. "-,,,XE, (All ,raft.s Unit) f j i 1 ',71 \trile I1
of the Compact gives the nultistate ta\paer the option to Ipp.)Ttiolo 1w; lbih e 1i,
income %%ith referen e to ,tatv la , tjib i it i 1 t(c to \r ric IV,' ,t i1i, \l ii %rare
Compact, teproduced in il., rr 6110 6,. .h;(h adopts practicalik h, ire Lni-
form Disision of Income for lax Plirroses Act.i a ropi,.il wtkiI it , .lie tax
adm inistrators% ia, n(r . . d R(cOUt'l ;iN,, iitni d! .I l: t' 11t h1 '4 1 141,,: - [M+lty III

state taxation of intcrstji, cornintrie.

23. Note. i z rq tiote I * r at I

24. Alihotigh ati ir nidi jk t iic ax lIlZ4Jl1rns do( 1t ii, lati i , A1',1Iin%.
there was a notable tt(cittt ' i 1 Ifc ,th(i.il ,is Mr Niri h.,, t% , h n-
O~if a ("li li nra Ii sidiw r 1111 ii 101t l II , I fw.'..- , ; \1: '

principal jttornc it i e \\ t . ic i ,ii e 1i('r4 t1atils \ h rc Cablr .i .in . I Ix
Board sas that lie still t.ik(,, Th t i t':',TI ith t the v cnt li ni t a It, '1(1ii :kur In-
come tax piiipores.' \\ .J.h -,,,ii 'ost. Jn 12. 171,. it 1. crI 1. ,1 e .ac: l ,e Ta\
Board ag~ecl 'u ixon's wit-ntitin, rtihlmc Our hie winl \Irsi \ivri Atr I' tnt
(:alifi t ia i,.icl :is foi start imi(cc I \lc t\ piipir, N Y. I Itno,. It 1). 2 1171 , it 12, col.
I late (ity ed ). I he <u c . c r lt s.r 1!r'\% in irnmn irtite ,it,;cnt" fit,. a Ir i(nler
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It is within this framework that an intriguing and troublesom(
issue involving state taxation of personal income has recently arisen
Ironically, it grew out of an effort by one state, Vermont, to intro
duce what in its view was probably a greater degree of "equality'
than had previously existed between its resident and nonresident
taxpayers. What Vermont did, in effect, was this: In determining
the rate at which a resident or nonresident taxpayer would pay tax
on his Vermont income, the taxpayer's "ability to pay," on which
Vermont's progressive rates were predicated, 2' was reckoned by
looking to all of his income wherever earned.21 The result, in prin-
ciple at least, was to tax resident and nonresident taxpayers with the
same federal taxable income at the same rate on their income taxable
by Vermont. On its face, this does not seem unfair. From a constitu-
tional perspective, it hardly presents a problem with respect to the
Vermont resident because Vermont indisputably possesses the right
to tax such income2l and a fortiori has the right to use it to determine
the tax rate. With respect to the nonresident, however, the question
is more complex. While it is clear that Vermont may proper Anist
that the nonresident pay tax on his Vermont-earned income,28 it is
just as clear that Vermont has no jurisdiction to tax the nonresident's
non-Vermont income.2' This raises the question whether taking such
nontaxable income into account in determining the rate at which
the nonresident's taxable Vermont income will be assessed achieves
indirectly what may not constitutionally be achieved directly.

Perhaps it does. Over fifty years ago, however, the Supreme Court

of the California State Board of Equalization, another tax agency. Id. Moreover, the
ruling left open the question whether any of Nixon's income that may have been de.
rived from California was taxable by the state. Id. The Franchise Tax Board subse-
quently ruled that Nixon had incurred California tax liability for income earned in
California. Washington Post, April 13, 1974, at 1, col. 8.

25. Indeed, the Vermont legislature has made this explicit: "It is intended that,
for any taxable year, individuals, estates and trusts shall be taxed upon only their
Vermont income for that year, but that the rate at which the Vermont income of any
taxpayer is taxed under this chapter shall reflect the taxpayer's ability to pay as mea-
sured by hts adjusted gross income for the taxable year." VT. STAT. ANN. tit. 32,
* 5820(b) (1970).

26. VT. STAT. ANN. tit. 32. 1 5822 (1970).
27. See cases cited in note 12 su pra.
28. See cases cited in note 13 supra; Nonresident Taxpayers Ausn. v. Philadelphia.

341 F. Supp. 1139 (D.N.J. 1971), afid. mem., 406 U.S. 951 (1972).
29. State v. Burnett, 200 Ark. 655, 140 S.W.2d 673 (1940); People ex rel. Monjo v.

State Tax Commn., 218 App. Div. 1. 217 N.Y.S. 669 (1926); Greene v. Wisconsin Tax
Commn., 221 Wis. 531, 266 N.W. 270 (1936). The paucity of direct authority for this
proposition no doubt arises from the fact that states have generally confined the taxa-
tion of nonresident' income to that from local sources. Rottschaefer, supra note 5. at
1080.

26-143 - 90 - 4
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decided in Maxwell v. Bugbee3O that such a method for establishing the
rate of a death tax suffered from no constitutional infirmity, despite
Justice Holmes's dissenting observation for himself and three others
that "when property outside the State is taken into account for the
purpose of increasing the tax upon property within it, the property
outside is taxed in effect, no matter what form of words may be
used.""' While a number of states have taken advantage of Maxwell
to employ a comparable formula for establishing the rate of a non-
resident's estate or inheritance taxes,82 only three states other than
Vermont 8 have done so with respect to the taxation of a nonresi-
dent's income. Perhaps the reluctance stems from a prevailing senti-
ment in state legislatures that there is something inequitable about
such an exaction;" perhaps from neglect; perhaps from some other
cause.'6 In any case, Vermont's personal income tax statute raises in
a contemporary context some of the fascinating and disturbing prob-
lems with which courts and commentators struggled in the 1930's
and provides a useful vehicle for examining the scope of state taxing
power over a nonresident's personal income.

My purpose here is fourfold: first, to inquire into the theoretical
and constitutional underpinning of Vermont's taxing scheme against
the background of the case that challenged the validity of the levy;
second, to analyze the impact of related legislation on the principles
upon which the basic Vermont formula was constructed; third, to
determine whether there are reasons of law or policy why other states
should not adopt schemes similar to Vermont's; and, fourth, to con-
sider in light of the foregoing some of the recurring problems
concerning the treatment of nonresidents under state income tax
statutes.

II. THE VERMONT SCHE-ME-I
Wilfred Wheeler made his home in Enfield, New Hampshire."6

He was employed as a salesman by Ward Foods, Inc., of White River
30. 250 U.S. 525 (1919).
31. 250 US. at 544. The Supreme Court reaffirmed the vitality of the principle in

Great Ad. & Pac. Tea Co. v. Grosjean. 301 U.S. 412 (1937).
32. See note 137 infva and accompanying text.
33. Mo. Rrv. STAT. ANN. 1 143.041 (Supp. 1974); NED. Rzv. STAT. I 77-2715(l) (Supp.

1973); R.I. GeN. LAws ANN. § 44-30--33 (Supp. 1972). See note 133 infra for a discussion
of the former practice of territorial Alaska.

54. A number of years ago Profew r Lowndes stated that "[i]t is difficult . . . to
imagine anything more iniquitously unfair than the application of the Maxwell
formula to income taxation in the present state of the decisions on state jurisdiction to
tax income." Lowndes, supra note 4, at 770.

35. See Part IV infra.
30. Wheeler v. State, 127 Vt. 361. 249 A.2d 887, appeal dismissed, 396 U.S. 4 (1969).
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Junction, Vermont, fifteen miles from Enfield. In soliciting orders
for Ward Foods from retail food outlets Wheeler made frequent
journeys across the Connecticut River, earning a substantial propor-
tion of his sales commissions from sales to Vermont customers; in
1966, one quarter of his earnings, which consisted entirely of sales
commissions, represented compensation earned in Vermont. By
1968, the proportion of Wheeler's earnings attributable to his Ver-
mont activities had risen to thirty per cent.T

By joining the growing ranks of states that have adopted a fed.
erally based state income tax," Vermont made it relatively easy for
a nonresident like Wheeler to determine his Vermont income tax
liability. The basic taxing provision reads:

A tax is imposed for each calendar year or fiscal year ending during
that calendar year upon the Vermont income earned or received in
that taxable year by every individual, estate and trust. The amount
of this tax shall be measured by 25 per cent of the federal income tax
liability of the taxpayer for the taxable year, reduced by a percentage
equal to the percentage of the taxpayer's adjusted gross income for
the taxable year which is not Vermont income."
37. Wheeler v. State, 127 Vt. 499, 253 A.2d 136. appeal dismissed, 396 U.S. 4 (1969).

The basic constitutional issue raised by the two Wheeler cases was identical. 127 Vt.
at 501, 253 A.2d at 138. The principal difference between the two cases was the tax
year involved: The first decision concerned 1966, 127 Vt. 361, 249 A.2d 887, while the
second concerned 1968. 127 Vt. 499, 253 A.2d 136. In the interim, however, Vermont had
amended its income tax law, substituting a federally based income tax employing the
federal progressive rates for the progressive Vermont schedule previously employed.
Vtr. STAT. Am,. tit. 32, if 5812-14, 5816-21, 5824-25, 5828, 5831-32, 5834-43, 5845-61,
5863-71. 5873-80, 5882-83, 5887, 5889-94 (1970). 5811. 5815. 5822-23 5828a-S0, 5835,
5844, 5862. 5872. 5881. 5884.86, 5888, 5895 (Supp. 1973). The second suit, which was
apparently foredoomed fiom the outset, may well have been brought in antidpation of
an appeal to the United States Supreme Court. Had Wheeler challenged only the
statute at issue in the initial Vermont decision, the Supreme Court might have dismissed
the appeal without reaching the merits in light of the change in the Vermont law. As
it turned out, of course, Wheeler gained little by his persistence. For present pur.
poses there is no analytically relevant distinction between the two Wheeler case.
Therefore, in examining the issues there presented, references to the reasoning of
both will be made interchangeably. However, in order to simplify the discusion, all
subsequent references to the Vermont taxing provisions will be to the statutory scheme
at issue in the second Wheeler decision, which is substantially the same as that in force
today.

38. See P-H STATZ AND LOCAL Txxs (All States Unit) 1 1002 (1974). The extent of
federalization will vary from state to state. id.

39. VT. STAT. ANN. tit. 32, 3 5822 (1970). The "Vermont income" of a nonresident
taxpayer consists of (1) rents and royalties derived from Vermont property. (2) gains
from the sale or exchange of Vermont property. (3) wages, salaries, commissions or
other income resulting from services performed in Vermont, and (4) income derived
from a business, trade, occupation, or profession to the extent carried on in Vermont.
VT. STAT. ANN. tit. 32, 1 5823(b) (Supp. 1973). Military pay for full-time active duty
with the armed services and income exempted from state taxation under federal law
are specifically excluded from the statutory definition of a nonresident's Vermont in-
come. VT. STAT. ANN. tit. 32. 1 5823(b) (Supp. 1973). "Adjusted gross income" is defined
as "adjusted gross income . . . determined under the laws of the United States." VT.
STAT. ANN. tit. 32. 5 5811(l) (1970).
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Wheeler's total 1968 earnings of $9,219 produced a federal income
tax bill of $1,413.33. Twenty-five per cent of this liability amounted
to $353.33, and, reducing this figure by the percentage of his adjusted
gross income that did not constitute Vermont income-seventy per
cent-Wheeler would have owed a sum of $106 to the Vermont tax
authorities.

Although the statute unambiguously required a nonresident to
compute his Vermont income tax liability pursuant to the method
described above, Wheeler took a different approach. He began by
ascertaining the portion of his income earned from his Vermont sales
activities, which Vermont could unquestionably tax. This he deter-
mined to be $2,765.59. After allowing for the statutory' deductions
and exemptions in the proportion that his Vermont-derived income
bore to his total income, 0 Wheeler arrived at a figure of $2,059,
which he denominated his "taxable Vermont income." Finally, turn.
ing to the Vermont taxing formula quoted above," Wheeler applied
the appropriate federal tax rate to his "taxable Vermont income" to
produce a hgure of $319 and multiplied this by twenty-five per cent
to ascertain a Vermont tax liability of $79.75."

40. Wheeled's Vermont-derived earnings of $2,76.59 constituted 50 per cent (ls
$.11) of his total earnings of $9,219. He therefore conduded that he wu entitled to
30 per cent of the deductions and exemptions allowed by the Vermont tax statute.
Since, as noted above, the Vermont statute was simply derivative of the federal statute,
Wheeler determined that he should be permitted to take 30 per cent of the 10 per eat
standard deduction, INr. RDv. Coon or 1954, ch. 1, 1 141. 78 Stat. 23 (now Ir. RIz.
Cos or 1954, 1 141), and of the $600 permnal exemption (of which he was entitled
to two). INT. RDv. Coot oir 1954, ch. I, 1 151, 68A Stat. 42 (now LI. RD,. Coca or
1954. 1 151).

Although the theory behind Wheeler's calculations is clear enough, the computations
themselves are erroneous. The arithmetic, as set out by the court, 127 VL at 501, 253
A.2d at 138, shows the following:

Appellant's Vermont-Derived Income: $2,766
30% of deductions: ($92) 307
90% of exemptons: ($1200) 400

Taxable Vermont Income: $,69
Apparently the distinction between one third and 30 per cent escaped Wheeler, who
concluded that 30 per cent of $921 equals $7 and that 30 per cent of $1,200 equals
$400; in fact, the respective dollar figures should have been $276.30 and $360.

41. Se text accompanying note 39 supra.
42. The points of agreement and disagreement between Wheeler and Vermont may

be more clearly illustrated in the following manner:
Statutory Computation Wheeler's Computation

Total income: $9219.00 Total income: $9219.00
Vt. income: 2.765.59 Vt. income: 2,765.59
Fed. tax liability Fed. tax lia.

on taxable fed. bility on taxable
income: 1.413.33 Vt. income: 319.00

Vt. measure of Vt. measure of
tax (25%): 353.33 tax (25%): $79.75

Reduction to re-
Sect percentage
of Vt. derived.income: 30% -

VL tax: $106.00 Vt. tax: $79.75
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The basic issue that divided Wheeler and Vermont was thus
clearly drawn: whether it is constitutionally permissible for a state
to predicate the progressive rate at which a nonresident pays state
income tax upon the nonresident's total income wherever earned.'
The different answers Wheeler and Vermont offered to this question
did not stem from any disagreement over fundamentals. Neither
sought to challenge the settled constitutional canons that states may
tax nonresidents only on income earned within the state" and that
they must tax residents and nonresidents on a nondiscriminatory
basis.' 5 The debate instead centered on whether Wheeler's out-of-
state income was in fact being taxed, in violation of the due process
clause, and whether Wheeler was a victim of discriminatory treat-
ment by the Vermont tax authorities, in violation of the privileges
and immunities"6 and equal protection clauses. The due process
question was clearly the crucial one: Any claim of unconstitutional
discrimination ultimately rested on the premise that a state could
look only to in-state income in classifying nonresidents for rate pur.
poses; hence, were it determined that a state was constitutionally
uninhibited by jurisdictional principles from looking to nonresident?
extraterritorial income for rate purposes, any argument that the legis-
lature lacked the discretion to consider such income in classifying
nonresidents for rate purposes would be drained of force.-I

It was accepted that the due process issue Was one of extrater-i.
toriality. Wheeler sought to demonstrate the extraterritorial nature
of the levy by stressing that his Vermont tax bill was-increased as a
result of his non-Vermont earnings.'8 This, he believed, inexorably
led to the conclusion that Vermont was taxing his non-Vermont
income in violation of the due process clause. Vermont, on the other
hand, without suggesting that it had any right to tax a nonresi.
dent's non-Vermont income, rested its case on the fact that the rate,
however determined, was applied only to Vermont-derived income.4

45. In the view of the parties, the issue was "Does the Constitution of the United
States bar a State from imposing an effective graduated income tax on nonresidents
which for the purpose of applying the effective graduated rates to which residents are
subject takes into account the nonresident's total net income from all sources, and then
reduces the tax by the ratio of in-state income to total income?" 127 Vt. at 501, 253
A.2d at 138.

44. Shaffer v. Carter, 252 U.S, 37. 52-54 (1920).
45. Travis v. Yale Ik Towne Mfg. Co., 252 U.S. 60 (19,0).
46. U.S. CONT. art. IV, 1 2.
47. See note 79 infra.
48. 127 VL at 34, 249 A.2d at 89. This was true, of course, only to the extent that

Wheeler's non-Vermont income placed him in a higher tax bracket than that In which
he would have been if his Vermont income alone were considered.

49. The Vermont statute required the nonresident to determine his Vermont tax
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Confronted with two characterizations of the Vermont levy that
were entirely consistent with one another except for the legal con-
clusion to which they led, the Vermont supreme court, without
seriously analyzing the problem, simply adopted the latter charac-
terization and announced: "[l]n reality what is happening is that
Vermont income is being taxed at an increased rate and nothing
more.O'lo The court's position was tenable in so far as it described
a constitutionally permissible result: Both Maxwell v. Bugbee" and
Great Atlantic 6 Pacific Tea Co. v. Grosjean52 had dismissed due
process objections to the inclusion of nontaxable extraterritorial
elements in the determination of the rate of a tax upon a subject
within the taxing power of the state.58 And, in fairness to the court,

liability as i he were a resident and then to reduce this to a percentage reflecting that
portion of his total income earned in Vermont. In his calculations, the nonresident
thus would never actually apply the federal rate schedule to his Vermont-derived in-
come. However, u the following illustration demonstrates, the result would be the
same if he had directly applied the federal rate schedule to his Vermont-derived in-
come at effective rates reflecting his total Income:

Taxpayer A Taxpayer B
(Vermont computation-indirect (Hypthetical computation-direct
application of effective federal rates application of effective federal rates
to Vermont-derived income) to Vermont-derived income)
Total fed. income: $10,000 Total fed. income: $10.000
Vt. Income: 2.000 Vt. Income- 2,000
Fed. tax liability on Fed. tax liability

fed. income: 1.000 on fed. income: 1,000
Effective fed. tax rate on Effective fed. tax rate

fed. income: 10% on fed. income; 10%
Vt. measure of tax (25%): 250 -

Direct application of effective
Reduction to reflect percentage fed. rate to Vt.-derived income

of Vt.-derived income (20%): 50 (10%): 200
- Vt. measure of tax (25%): 50

Total Tax: $ 50 $ 50

50. 127 Vt. at 564, 249 A.2d at 890.
51. 250 US. 525 (1919).
52. 301 US. 412 (1937).
53. The due pro contentions in both Maxwell and Groijean were disposed of

mechanically on the grounds that the "privilege" (to succeed to property or to operate
chain stores) upon which the levies in question were imposed lay within the taxing
power of the state, and that the extraterritorial rate or measure of the tax did not
render the exactions constitutionally improper. 250 US. at 539-40; 301 U.S. at 424-25.
See notes 54-55 infra. Despite the dubious logic of Maxwell, 250 U.S. at 543-44 (Flolmes.
J., diuentng), a decision the Court itself later described as "on the border line," Frick
v. Pennsylvania, 268 U.S. 473. 495 (1925). and notwithstanding the fact that Grosjean
may be viewed u a case primarily involving the states' police power to regulate the
growth of chain stores, 301 U.S. at 425-2": Comment, ConstitUionahty of State Chain
Store Tax Based on Total Number of Stores, 44 Ymz L.J. 619. 637358 (1935). the
authority of Maxwell and Groijean on the issue here under consideration has not been
questioned. Alaska S.S. Co. v. Mullaney, 180 F.2d 805. 822-23 n.23 (9th Cir. 1950);
Rigby v. Clayton, 2 N.C. App. 57, 162 S.L2d 682 (Ct. App.), afid., 274 NC. 465, 164
&E.2d 7 (1968).
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the grounds on which Wheeler and Vermont chose to do battle lay
well within the accepted framework for examining due process at-
tacks on state taxes. Nevertheless, the rhetoric of their debate, which
the court's opinion perpetuated, failed to come to grips with the
critical issue. By asking only whether in-state or out-of-state income
was being taxed, neither the parties nor the court ever addressed the
basic question whether the fundamental considerations underly-
ing the limitations on a state's jurisdiction to tax a nonresident's
income should be translated into corresponding limitations on a
state's tax rate structure. Moreover, if one is to look beyond the dis-
tinctions between subject, measure, and rate," which, despite their
constitutional significance," tend to confine analysis within artificial
parameters," one must inquire on broader principles whether the
overall taxpaying "ability" of the nonresident is a legitimate con-
cern of the taxing jurisdiction in determining the individual's
income tax bill.

We start with the notion, embodied in the concept of due process,
that there is a distinction between the relationships of a resident and
of a nonresident to the taxing power of a siate. The distinction is
rooted in the idea that the person who makes his home in a particu-
lar state both enjoys the general rights and owes the general obliga.
tions of citizenship in that jurisdiction,"7 whereas the nonresident,
who enters the state for a more limited purpose or for a shorter
period of time, has a more narrowly defined relationship with that
jurisdiction.58 This underlying difference finds concrete expression

54. The subject is the legal incidence of a tax. It is the thing or event upon which
the power to tax is based; the measure of a tax is the yardstick to which the rate is
applied. Subject and measure may be distinct, as in a privilege tax where the subject
is the privilege and the measure is, for example. income; or subject and measure may
coincide, as in an income tax where the income is both the subject upon which the tax
power is predicated and the basis upon which the amount due is calculated.

55. It is well established that the subject of a tax must lie within a state's taxing
power. Whether the measure of a taxable subject must also lie within the state's taxing
power depends on the subject of the tax and the nature of the nontaxable value sought
to be used as a measure. Compare Union Refrigerator Transit Co. v. Kentucky. 199 U.S.
194 (1905) with Southern Pac. Co. v. Kentucky, 222 U.S. 63 (1911); see Lowndes. supra
note 7. at 639-43.

56. See Lowndes, supra note 7, at 639-43.
57. Miller Bros. v. Maryland, 347 U.S. 340, 345 (1954); Maguire v. Trefry, 253 US.

12, 17 (1920); Fidelity & Columbia Trust Co. v. Louisville, 245 U.S. 54, 58 (1917);
Kirtland v. Hotchkiss, 100 U.S. 491, 498-99 (1879).

58. Shaffer v. Carter, 252 U.S. 37, 52-53 (1902); Goodwin v. State Tax Commn., 286
App. Div. 694, 701, 146 N.Y.S.2d 172, 180 (1955), affd. mem., I N.Y.2d 680, 150 N.Y.S.2d
203. 133 N.E.2d 711. appeal dismissed, 352 U.S. 805 (1956); Berry v. State Tax Commn.,
241 Ore. 580, 583-84. 397 P.2d 780, 782 (1964). appeal dismissed. 382 U.S. 16 (1966).
Writing in the late seventeenth century, Locke made essentially the same point: "But
since the government has a direct jurisdiction only over the land, and reaches the
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in Supreme Court decisions reading the due process clause as per.
mitting states to tax the entire income of their residents regard.
less of its source,' while forbidding them to tax nonresidents on
income derived from sources outside the state.8

But what is the theory of income tax jurisdiction that translates
the distinction between resident and nonresident into a comparable
distinction in the scope of state taxing power? To the extent that
the states' jurisdiction to tax income rests on their "complete domin-
ion over all persons, property, and business transactions within their
borders,"'1 it is not clear why the scope of their jurisdiction should
be greater with respect to residents than nonresidents, since the exis-
tence of such "dominion" does not depend on whether it is a resident
or nonresident who carries on an occupation, owns property, or
engages in business transactions within the state. For the purpose of
identifying the basis for the states' less extensive income tax juris-
diction over nonresidents than residents, it may therefore be more
fruitful to examine the question in term'g of the other fundamental
predicate for state tax jurisdiction-the provision of benefits and
protection to the taxpayer, his business, and his property.

The Supreme Court set forth its classic exposition of this prin-
ciple in Wisconsin v. 1. C. Penney Co.:61

A state is free to pursue its own fiscal policies, unembarrassed by the
Constitution, if by the practical operation of a tax the state has
exerted its power in relation to opportunities which it has given, to
protection which it has afforded, to benefits which it has conferred
by the fact of being an orderly, civilized society.

* [The] test is whether property was taken without due process
of law, or, if paraphrase we must, whether the taxing power exerted
by the state bears fiscal relation to protection, opportunities and
benefits given by the state. The simple but 3ntrolling question is
whether the state has given anything for which it can ask return.U

The Court's statement reflects the view that a state's tax jurisdiction

possessor of it (before he has actually incorporated himself in the society), only as he
dwells upon, and enjoys that: the obligation any one is under, by virtue of such enjoy-
ment to submit to the government, begins and ends with the enjoyment. "
J. Locu, SzCoND TREAME oF GovYxrL.rr 1 121, at 62 (B. Blackwell ed. 1966). Of
course, a nonresident's relationship to a taxing jurisdiction need not be based on
physical presence; it may, for example, grow out of property he owns there.

59. See, e.g., Lawrence v. State Tax Commn.. 286 U.S. 276 (1932).
60. See note 29 supra and accompanying text.
61. Shaffer v. Carter. 252 U.S. 37. 50 (1920); see aLso James v. Dravo Contracting Co.,

302 US. 134, 138 (1937); Minnesota v. Karp. 84 Ohio App. 51, 53, 84 N.E.2d 76. 79
(1948).

62. 311 U.S. 435 (1940).
63. 311 U S. at 444.
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bears a rough relationship to the benefits it provides the taxpayer,
and countless decisions of both the Supreme Court and other tribu-
nals have expressed similar sentiments-" It is within this conceptual
framework that the distinction between the state's jurisdiction to
tax the income of residents and nonresidents becomes intelligible.
Once one accepts the premise that there is a correlation between a
state's right to tax and the opportunities it has given, the protections
it has afforded, and the benefits it has conferred, it is not unreason-
able to conclude that the scope of the state's income tax jurisdiction
over residents and nonresidents should be different. The justification
tu. lowingng the states to tax residents on income earned from all
sources is "founded upon the protection afforded to the recipient of
the income by the state, in his person, on his right to receive -the
income, and in his enjoyment of it when received,"" as well as his
"[e]njoyment of the privileges of residence in the state and the atten-
dant right to invoke the protection of its laws ... ."" By the same
token, however, since the nonresident receives neither the protection
of the state in the enjoyment of his income nor other beneft of
residence," except to the extent that he carries on an occupation,
transacts business, or owns property in the state, the benefit rationale
confines the state's income tax jurisdiction to "incomes accruing to
non-residents from their property or business within the State, or
their occupations carried on therein .... "

64. See, eg., Ott v. Mississippi Valley Barge Line Co., 336 U.S. 169. 174 (1949):
Johnson v. Collector of Revenue, 246 La. 540, 573-74, 165 S.2d 466, 477-78 (1964);
Morse v. Johnson, 282 A.2d 597. 600 (Me. 1971). As the Supreme Court ha said: 'The
power of taxation, indispensable to the existence of every civilized government, is
exercised upon the assumption of an equivalent rendered to the taxpayer in the pro-
tection of his person and property, or in the creation and maintenance of public con-
veniences in which he shares, such, for instance, as roads, bridges, sidewalks, pavements.
and schools for the education of his children. Union Refrigerator Transit Co. v. Ken-
tucky, 199 U.S. 194, 202 (1905). In Kiker v. Philadelphia, 34 Pa. 624, 631-32, 31 A.2d
289. 294 (1943), the Pennsylvania supreme court stated in connection with a challenge
by a New Jersey resident to !he imposition upon him of Philadelphia's income tax:
"It is clear that in classifying persons for taxation an obligation on the part of the
taxing power to make available some benefit to them must exist."

65. Lawrence v. State Tax Commn., 286 U.S. 276, 281 (1932).
66. New York ex rel. Cohn v. Graves, 300 U.S. 308, 313 (1937).
67. Nonresidents have attempted to quantify the benefits denied them as nonresidents

in an effort to demonstrate that state income tax laws are unconstitutional insofar as
the state levies taxes without providing benefits equivalent to those enjoyed by resi-
dents. For example, in American Commuters Assn. v. Levitt, 279 F. Supp. 40 (S.D.N.Y.
1967). afd., 405 F.2d 1148 (2d Cir. 1969), the plaintiffs unsuccessfully contended that the
state and city of New York denied them 75.92 per cent of the benefits provided resi-
dents, including availability of welfare, education, and housing benefits. 279 F. Supp.
at 44. See also Stephan v. State Tax Commr., - Del. -, 245 A.2d 552 (198), cert.
denied, 394 US. 573 (1969).

68. Shaffer v. Carter, 252 US. 37, 52 (1920). In an attempt to develop a jurisdictional
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Whether the jurisdictional relationship between the nonresident
taxpayer and the taxing state is conceived in terms of the dominion
the state exercises over the nonresident's income-producing activities
or the benefit and protection the state provides with respect to those
activities, one must conclude that the application of progressive rates
to the nonresident on the basis of his income from all sources
imports into the taxing state's rate structure factors lying outside the
scope of such relationship. However, this conclusion does not end
the present inquiry. For, even if it raises some doubts about the
defensibility of the results in Maxwell and Grosjean, other questions
remain. For one thing, while paying lip service to the proposition
that a state may not tax a nonresident or foreign corporation on
income arising from out-of-state activities, the Court, with rare
exceptions," has sustained state statutes that tax the net income of
a foreign corporation by means of formulas under which a corpora-
tion's entire net income, wherever earned, is taken into account and
is then apportioned to the state by reference to the ratio of in-state
property, payroll, and the like to the total- wherever owned, em-
ployed, or expended. 0 Such formulas have been sustained even
though they may constitute a transparent attempt by a state to maxi-
mize its revenues by distorting the income that is fairly attributable
to activities carried on within its borders.7' Also, notwithstanding

onstruct consistent with the differing theories underlying the states' power to tax the
income of residents and nonresidents, one student of the field has suggested that the
personal income tax should be considered a dual tax for jurisdictional purpoes-a per-
sonal tax levied upon all the income of residents and a tax upon income created within
a state's borders regardless of the residence of the redpient. Fisher, Toward a Theory
of Peronal Income Tax Jurisdiction, 33 TAxes 373 (1955). Fisher would substitute for
the existing system, which he argues erroneously assumes that the income tax is a
"single tax with two bases of jurisdictlon," id. at 380 (see Chestnut Sec. Co. v. Okla.
homa Tax Commn., 125 F2d 571, 575 (10th Cir.), cert. denied, 316 US. 668 (1942)), a
system wherein states would levy two separate taxes--one based on residence and the
other on situ,. Fisher, supra. at 380. While Fisher's proposal is conceptually attractive in
terms of his notion of jurisdictional neutrality, the state legislatures have shown no
inclination to move in that direction, despite the warning that "if the states do not
put their own house in order, somebody else eventually will do it for them." Groves
t Fisher. State Multiple Taxation of Personal Income Re-examined, 33 TAxzs 36, 40
(1955).

09. Eg.g, Hans Rees" Sons. Inc. v. North Carolina ex rel. Maxwell, 283 U.S. 123
(1931).

70. Butler Bros. v. McColgan, 315 U.S. 501 (1942): Underwood Typewriter Co. v.
Chamberlain, 254 US. 113 (1920). In Butler Bros. and Underwood Typewriter the Court
rejected the contention that the due process clause was violated, despite the taxpayer's
claim in the former that "the formula taxed extraterritorial values," 315 U.S. at 510, and
in the latter that the tax 'directly or indirectly . .. is imposed on Income arising from
business conducted beyond the boundaries of the State." 254 U.S. at 120.

71. Maxwell v. Kent-Coffey Mfg. Co., 204 N.C. 365, 168 S1. 397, afd. mem., 291 U.S.
642 (1933), represents an extreme example of this tendency. The Court there sustained a
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the continued vitality of the generalization that the contours of the
relationship between the taxpayer and the taxing state are shaped
by the benefits the latter provides the former," it is well established
that the due process clause does not require that the taxpayer's tax
liability reflect the benefits he actually receives." Above all, however,
is the fact that the whole idea of a progressive rate structure predi-
cated on ability to pay"4 and the question of its proper application

North Carolina income tax that allocated 99 per cent of a corporation's tax base to a
state by means of a single-factor property formula, although the taxpayer sold less
than I per cent of its products in the state. See generally Comment. State Taxation of
Interstate Commerce: Roadway Exprems, the Diminishing Pntntege Tax immunity, and
the Movement Toward Uniformity in Apportionment, 36 U. Cm. L Riv. 186, 207-18
(1968).

72. See, e.g.. Evansville-Vanderburgh Airport Authority Dist. v. Delta Airlines. Inc.,
405 U.S. 707. 712 n.5 (1972), Norfolk & W. R.R. v. Missouri State Tax Commn., 390
US. 317, 325 n.5 (1968).

73. See, e.g., Stephen v. State Tax Commr., - Del. -, 245 A.2d 552 (1968), cert.
denied, 394 U.S. 573 (1969). In Stephan, the taxpayers. nonresidents of Delaware, sought
to reduce their Delaware tax liability to 25.2 per cent of the amount otherwise due on
the ground that, as nonresidents, they were ineligible to receive certain benefits avail.
able to Delaware residents. Claiming that their taxes should be reduced in propcwtb
to their ineligibility for such benefits, they asserted that any other application ol the
Delaware income tax law with respect to them would be unconstitutional. The Isle
ware supreme court, after adverting to the statement quoted above (see text acm.
panying note 63 supra) from Wisconsin v. J.C. Penney Co., 311 U.S. 435, 444 (1940). upon
which plaintiffs had relied. conduded that "[tlhe general principles there expressed are
unquestionable; but in their application they cannot mean that the Fourteenth Amend-
ment require such individual tailoring of tax bill to benefits derived- ... " 245 A.2d
at 555. See also Carmichael v. Southern Coal & Coke Co., 301 US. 495, 521-25 (1937);
Southern Pac. Co. v. Kentucky. 222 U.S. 63. 76 (1911); American Commuters Asm. v.
Levitt, 405 F2d 1148, 1152-53 (2d Cir. 1969).

74. It is important to point out that the phrase "ability to pay" is used here and
throughout this article solely to identify the rationale that is moot frequently invoked
by courts, see, eg., Knowlton v. Moore, 178 U.S. 41. 109 (1900), commentators, see, eg..
Vickrey, The Problem of Progression. 20 FLA. L. Rrv. 437 (1968). and even legilatures,
see, eg.. VI. STAr. ANN. tit. 32, 1 5820(b) (1970), to justify a progressive rate structure.
Nevertheless, as Blum and Kahen make clear. W. BLu Ik H. KALvzN, Tmc UNzms
CAu Fot Ptocuzwsnx TAXrAToN (1953). while "ability to pay does furnish a slogan with
emotive appeal to which almost eerone can subscribe. The difficulty, of course,
is that the key phrase is so ambiguous that the slogan Lacks any content." id. at 64.
This article, however, is concerned not with whether there exists a reasoned defense
for the ability principle as the basis for a progressive tax structure or indeed whether
there is any firm philosophical underpinning at all for such a rate structure. Rather
the focus is de operation of a state's progressive rate structure as applied to non.
residents-whatever its rationale. Thus, the phrase "ability to pay" connotes here
simply the generally accepted rationale for progressivity: its use is not designed either
to suggest a preference for that rationale oTer others or to suggest that progressivity is
deferuible except on purely redistributive grounds.

The term "benefit" is used in the text with reference to the jurisdictional relation.
ship between the taxpayer and the taxing state, whereas Blum and Kalven use
the same term to describe one of the theoretical justifications for a progressive tax
s~stem. See id. at 35-39. As used in this article, the notion of benefit as a basis for
taxation is meant only to connote the idea that taxes are thought loosely to represent
the prices one pays for the services rendered by government, cf. Guterman, supra note
7. at 1250-51; Blum and Kalven, by contrast, use the term more spedfically with
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to nonresidents involve issues that lie entirely outside the conceptual
universe of dominion and benefit. While the dominion and benefit
rationales relate to the jurisdictionally appropriate scope of the rela-
tionship between the taxpayer and the state, the rationales for pro-
gressivity relate principally to the relationship of some taxpayers to
other taxpayers."'

The determination that a taxpayer shall shoulder a proportion-
ately greater tax burden as his income rises represents a basic political
judgment about the manner in which the costs of government are
to be shared. It seeks to distinguish taxpayers with reference to how
much they earn and demands increasing portions of their income on
the basis of that distinction. This is not a determination that has
any necessary relationship to political boundaries. If a state resolves
that it is appropriate for an individual who earns $100,000 to pay at
the rate of $.25 on the dollar, it would appear to make no difference
in terms of that determination whether the individual accumulated
the sum by earning $100,000 in one state or $2,000 in fifty states.
The argument for permitting a state to look to a taxpayer's total
income from all sources for purposes of its progressive rate structure
would therefore seem to be a logical corollary of the rationale for
such a rate structure, a rationale that has essentially nothing to do
with the territorial limits of the taxing state.

reference to the theory that the benefits one receives from government increase as in-
come increases--and perhaps even more rapidly than income, in which event a
progressive tax would be theoretically justified. W. BLui & M. KALvN, supro, at 35-39;
see Magoun v. Illinois Trust & Sav. Bank, 170 US. 283, 3D0 (1898).

75. One might argue that this contrast oversimplifies the problem. W. BLUM &
H. KALvV, supra note 74, at 58. consider a number of theoretical rationales for
progrenivity, not &H1 of which can be characterized as involving solely the relationship
between one taxpayer and another rather than that between a taxpayer and the taxing
jurisdiction. Progressivity has been justified on the grounds that it contributes to the
maintenance of a high and stable level of economic activity. id. at 29-35; that it
allocates the tax burden according to the benefits received from the government, id.
at 35-39; that it equitably apportions among taxpayers the sacrifice that the payment of
a tax entails, id. at 3947; that it produces the minimum aggregate sacrifice (or the
greatest good for the greatest number), id. at 49-55; that it distributes the tax burden in
accordance with ability to pay, id. at 64-68; and that it mitigates economic inequality
through an effective redistribution of income. Id. at 70-80. Nevertheless, it seems fair to
say that the most compelling justifications for progressivity, and those most widely
perceived to form the basis for it, relate essentially to fairness among taxpayers-that
Is, how the tax burden is to be shared-rather than to the jurisdictional relationship
between taxpayer and taxing jurisdiction. Whether these rationales are couched in
terms of "ability to pay," "equal sacrifice." or "income redistribution," they inl signify a
judgment that the fiscal obligations of the taxpayer depend on his position in rela.
donship to other taxpayers-whether he has the same taxpaying ability as others,
whether he is being asked to sacrifice the same as others, whether he should be made
economically more equal to other; they do not bear on whether his relationship to
the state justifies the exaction.
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Since the justification for a progressive rate structure is rooted
in fundamentally jurisdictionless concepts regarding the appropriate
distribution of the tax burden, one confronts an analytic impasse.
If the determination by a taxing state that different taxpayers with
different incomes should pay taxes at different rates is a value judg.
ment that does not depend on the source of the taxpayer's income,
it makes no sense, at least insofar as that value judgment is concerned,
to inquire into the jurisdictional nexus between the taxing state and
the taxpayer's income. By a parity of reasoning, if a state's right to
tax a nonresident is roughly delimited by the notion of territorial
dominion or quid pro quo, it is difficult rationally to defend a tax
that is determined in part by factors outside the critical jurisdictional
relationship.

The clash of concepts is unavoidable" and one must face the
central question head on: If a state has no business increasing a non-
resident's tax bill by taxing income the nonresident earns elsewhere,
what business does it have increasing that bill by considering such
income in its rate structure? The honest answer seems to be that
the outcome is doctrinally impure; the conflict is not more ap-
parent than real. There is a "logical antagonism""' between the
principles of dominion and benefit underlying a state's poweqw-t 't
the income of nonresidents and the principles underlying *I"
sive tax rate structure predicated on ability to pay. In short, the
result in Wheeler is an untidy compromise.

Perhaps it is possible to make intellectual peace with the inter.

76. This is not to suggest that the two theories of taxation nece arily work at
cross.purposes. In Shaffer v. Carter, 252 U.S. 37 (1920), a progressive income tax was
levied on a nonresident by the state of Oklahoma. However, only Oklahoma-earned
income was considered in determining the nonresident's tax rate. The Court could
thus unabashedly speak of "dominion," "benefit," and "ability to pay" in the same
breath:

In our system of government the states have general dominion, and, saving
as restricted by particular provisions of the Federal Constitution, complete
dominion over all persons. property, and business transactions within their
borders: they assume and perform the duty of preserving and protecting all such
persons, property, and business, and, in consequence, have the power normally
pertaining to governments to resort to all reasonable forms of taxation in order
to defray the governmental expenses ....

Income taxes are a recognized method of distributing the burdens of govern-
ment, favored because requiring contributions from those who realize current
pecuniary benefits under the protection of the government, and because the tax
may be readily proportioned to their ability to pay.

252 U.S. at 50.51. Not until the taxing jurisdiction attempts to look beyond the non-
resident's in-state earnings to determine his tax rate does the latent conflict between
the principles of dominion or benefit and ability to pay become apparent.

77. See Lowndes, supre note 4, at 768.
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section of these conflicting theories of taxation by acknowledging

the conflict and learning to iive with it. It may be difficult to dismiss

a lurking sense of discomfort when one contemplates that it is on

the basis of what a New Hampshireman does in New Hampshire

that his Vermont tax increases. Perhaps the discomfort stems from

the idea that Vermont ought riot be permitted to discourage, albeit
weakly, a New Hampshireman's income-producing activity in New

Hampshire by increasing his Vermont tax bill as a result thereof.76

In the final analysis, however, the progressive principle proves at

least as compelling. We cannot rationally and fairly implement the
concept that those who earn more should pay taxes at an increasingly
higher rate unless we determine how much an individual earns with-
out regard to the particular political entity or entities in which his

earnings are accumulated. In sum, like the case for progression itself,
the argument for freeing a progressive rate structure from jurisdic-
tional restraints associated with state taxing power appears to be
"stubborn but uneasy." 79

III. THE VERMONT SCHEME-Il

Progressive taxation, however alluring philosophically, may be-
come politically inexpedient at high rate levels. Perhaps for this
reason, the Vermont legislature, despite its declaration that the

78. Of course, the empirical foundation for such an Idea is at best problematic. for
it has never been demonstrated that tax disincentives, especially at such low marginal
rates as Vermont's statute imposes, discourage income-producing activity. See 0.
ECKsrIN, PUBLIC FINAIwZ 73-75 (1964): Break, Income Taxes and Incentives To Work:
An Empirical Study, 47 Am. EcoN. REV. 529 (1957).

79. W. BLUmM & H. KALvi, supra note 74. at 103.
In addition to his due process claims, Wheeler contended that the Vermont levy

discriminated against nonresidents in violation of the equal protection clause and
article IV's privileges and immunities clause. Once the jurisdictional objections to
the consideration of nontaxable income for rate purposes are disposed of, however,
any suggestion that a classification based on consideration of such income is uncon-
stitutonally discriminatory borders on the frivolous. An assertion of irrational and
arbitrary classification against nonresidents in violation of the equal protection clause
has substance only if one characterizes the classification scheme as Wheeler did. lie
would have compared himself with the class of resident taxpayers all of whose income
was earned in Vermont in an amount equal to what he had earned there and con-
cluded that the higher rate at which his Vermont income was being taxed constituted
arbitrary and unreasonable discrimination against outsiders. Inasmuch as Vermont
was under no constitutional constraint to adopt Wheeler's comparative criteria, and,
indeed, for reasons discussed abo~e, could legitimately reject such a comp3rion in
favor of one comparing taxpayers ha%ing the same total income wherever ear. d, the
equal protection and privileges and immunities clauses were not violated. See, e.g.,
Mullaney v. Anderson, 342 U.S. 415 (1952); Wheeling Steel Corp. v. Glander, 337 U.S.
562, 572-74 (1949). See aLo Lucas, Constitutional Law and Economic Liberty, 11 J. LAW
& EoiO. 5, 28-29 (1968).
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Vermont income tax was intended to "reflect the taxpayer's ability
to pay as measured by his adjusted gross income for the taxable
year,"'8 0 felt constrained to soften the impact of its graduated rate
structure. It did so by providing that a taxpayer's "net" Vermont
income tax liability"' should not under any circumstances exceed
4.5 per cent of his "total income."8 2 If the computed tax exceeds the
statutory ceiling, the taxpayer's bill is reduced by the amount of the
excess. While Vermont may thus be accused of abandoning the the-
oretical basis of its income tax system by undermining its progressive
rate structure, in terms of dollars and cents the statutory ceiling
offered cold comfort to those who saw in it a relief from the burden
of progressivity. The measure did, however, set the stage for a serious
constitutional challenge.

By limiting one's "net" Vermont income tax liability to 4.5 per
cent of one's "total income," the Vermont legislature engrafted a
mechanism for achieving a proportional contribution from its tax-
payers upon a system designed to achieve a progressive contribution.
A proportional rate structure reflects the belief that individuals
contribute their fair share to the costs of government when each
pays an equal share of his income to defray those costs. In contrast,
a progressive system reflects the belief that it is appropriate &w those
with greater incomes to pay greater shares of their iuodp to defray
such costs. The two theories may peacefully coexist iftthi same tax
system so long as they operate at different rate levels or on different
categories of income. In the federal system, for example, the rate
structure on ordinary income is progressive up to the rate of seventy
per cent, at which point it becomes proportional, and for certain
taxpayers the rate on capital gains is entirely proportional."M

80. VT. STAT. ANN. tit. 32, § 5820(b) (1970).
81. His estimated Vermont tax liability less the federal tax savings resulting from

Vermont taxes paid. VT. STAT. ANN. tit. 32, § 5828(a) (1970).
82. Maximum lax liability.-(a) Notwithstanding any other provision of this-

chapter to the contrary, the Vermont income tax of an individual for any taxable
year shall not in any case equal an amount such that the combined Vermont and
federal income tax liability of the taxpayer for that taxable year, lea the
federal income tax liability (without consideration of the deduction for Vermont
income taxes paid or accrued) of the taxpayer for that taxable year exceeds 4 1/2
percent of the total income of the taxpayer for that taxable year.

(b) For purpose of this section, the "total income" of any individual for any
taxable year means the sum of:

(I) the adjusted group income.
(2) any amount of capital gains excluded from adjusted grow income, and
(3) interest on obligations of any state, municipality or the United States,

of the taxpayer for that taxable year.
VT. STAT. ANN. tit. 32, 1 5828 (1970).

83. INT. Rrv. CooE oir 1954, §f 1. 1201(b).
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The underlying conflict surfaces only when there is an overlap-
ping of rate structures. This is precisely what happens under Ver.
mont's tax scheme, although generally at income levels that make
the problem academic for most taxpayers." At the point that a tax-
payer's "net" Vermont tax liability"5 reaches 4.5 per cent of his "total
income,"86 his Vermont tax bill begins to increase on a proportional
rather than a progressive basis.87 While the arithmetic involved in
determining the precise effect of the statutory ceiling requires a
number of separate computations88 and varies with the particular
circumstances of each taxpayer, the basic operation and impact of
the formula may be simply illustrated.89 Its effect on the nonresident

84. Although variations among individual taxpayers with respect to deductions,
exemptions, and the like make it impossible to indicate a precise income level at which
the Vermont limitation begins to operate, "filt is unlikely that the provision will
benefit most taxpayers." Instructions to Vermont Form 103A ("Special Tax Limitation
Schedule"). Since the ceiling only operates if a taxpayer's net Vermont tax liability
(which may be substantially less than his actual Vermont tax liability) exceeds 4.5 per
cent of his total income (which may substantially exceed his taxable income), it
is highly improbable that the ceiling would have any impitt on taxpayers with less
than $25.000 total income. At such an income level, and without any unusual deduc-
tions or consideration of the distinction between actual and net Vermont tax liability.
a married taxpayer would be paying an effective federal rate of about 19 per cent of
his total income for calendar year 1973; and his Vermont tax liability would be 28
per cent of that figure. see VT. STAT. ANN. tit. 32, if 5822 (1970). 5830 (Supp. 1973), or
5.3 per cent of his total income.

85. See note 81 supra.
86. His federal adjusted gross income plus certain capital gains and tax-free income.

Vr. STAT. ANN. tit. 32, 1 5828(b) (1970).
87. See note 89 inftra.
88. Vermont Form 103A ('Special Tax limitation Schedule") must be completed by

taxpayers entitled to and desiring to take advantage of the 4.5 per cent limitation. One
must make 19 entries and, under some circumstances, more than 10 separate calcula-
tions to complete the form.

89. Assume a Vermont resident with a total 1973 income of $100,000 and taxable
income of $76,000. His federal tax liability would amount to $31.020 and his Vermont
tax liability, before taking account of the statutory ceiling, to 28 per cent of this
figure. or $8,685.60. VT. STAT. ANN. tit. 32. §1 5822 (1970), 58*0 (Supp. 1973). Assume
further that our hypothetical taxpayer took a deduction of $6.000 for taxes paid to
Vermont during calendar year 1973. N-,. Rav. CODE OF 1954. 1 164. In substance, he
must subtract the tax benefit of this deduction at his highest marginal rate, that is, 58
per cent of $6,000 ($3.480), from his Vermont tax liability to determine his net
Vermont tax liability of $5,205.60 ($8.685-60 less $3.480). %*r. STAT. ANN. tit. 32, 1 5820(b)
(1970). Then, applying the 4.5 per cent ceiling ($4,500 on a total income of $100,000),
the taxpayer determines that his net Vermont tax exceeds the limitation by $705.60,
which he may subtract from his Vermont tax of $8,685.60 for a total tax bill of

The following table illustrates the operation of Vermont's proportional limitation
by a comparison (using 1973 federal and state rates) of the taxpayer described above
with another who has earned an additional $1,000 of total and taxable income, all
other things being equal:
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taxpayer, however, created a problem that was not academic, and
an illustration that was hardly hypothetical.90

Like their fellow New Hampshireman Wheeler, Myron and Pearl
Landgraf earned a portion of their income in Vermont. Unlike

Total income
Taxable income
Federal tax liability
Estimated Vermont tax liability (28% of

federal tax liability)
Federal deduction for Vermont tax paid
Federal tax benefit
Net Vermont tax liability
Statutory ceiling (4.5% of total income)
Difference between statutory ceiling and net

Vermont tax liability
Final Vermont tax
Increase in Vermont tax liability as percentage

of increase in total income

Taxpayer A
$100,000.00

76,000.00
31,020.00

8,685.60
6,000.00
3,480.00
5.205.60
4,500.00

705.60
7,980.00

Taxpayer B
$101,000.00

77,000.00
31,600.00

8,848.00
6,000.00
3,480.00
5,368.00
4,545.00

823.00
8,025.00

4.5%

One additional point is relevant. Because the statutory ceiling applies to the net
Vermont tax liability, one's final Vermont tax bill depends in part on the federal
deduction for Vermont taxes paid. As the following table demonstrates, however, even
though one's final Vermont tax bill will vary depending on the federal deduction for
Vermont taxes pard, this will not affect one's total tax bill (Vermont plus fedusal) if
the statutory ceiling applies. The table also demonstrates that when the story
ceiling does not apply (as in the case of taxpayer A), the combined state eral
tax bill may be slightly lower than that of a taxpayer in an identical ta ion
except for the amount of state taxes paid during the calendar year. The twqayers
in the table differ only in the amount of their federal deduction for Vermont taxes
paid, which directly yields differences in their federal taxable income.

Total income
Fed. deduction

for Vt. taxes
paid

Taxable income
Fed. tax liability
Estimated Vt.

tax liability
(28% of fed.
tax liability)

Fed. tax benefit
for Vt. deduction

Net Vt. tax
liability

Statutory
ceiling

Difference
Final Vt. tax
Vt. tax plus

fed. ta X

Taxpayer Taxpayer
A B

$100.000 $100.000

8.000
74,000
29,970

7.000
75,000
30,470

8.391.60 8,531.60 8,685.60 8,848.00 9,660.00

4.530.00 4,030.00 3.480.00 2,900.00

3,861.60 4,501.60 5,205.60 5,948.00 9,660.00

4,500.00
0

8,391.60

8.591.60
29,970.00
38,361.60

4,300.00
1.60

8.530.00

8.530.00
30,470.00
39,000.00

90. Landgraf v. Commissioner, 130 Vt. 589, 298 A.2d 551 (1972).

Taxpayer
C

$100,000

6,000
76,000
51,020

Taxpayer
D

$100,000

5,000
77,000
31,600

Taxpayer
E

$100,000

0
82,000
34,500

0

4,500.00
705.60

7,980.00

7,980.00
31,020.00
59.000.00

4,500.00
1,448.00
7,400.00

7,400.00
31,600.00
39,000.00

4,00.00
5,160.00
4.500.00

4,500.00
34.500.00
39,000.00
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Wheeler, however, their income was substantial, and thus they faced

the problem of how to construe the impact on a nonresident taxpayer

of Vermont's 4.5 per cent ceiling. In 1969 the Landgrafs' "total in-

come" was $76,886.52.91 As a result of various deductions, including

one for Vermont income taxes paid, the Landgrafs' federal taxable

income amounted to $69,456.85 and their federal tax to $27,312.17.

A taxpayer's Vermont tax liability for 1969 (without consideration
of the statutory limitation) was 28.75 per cent92 of his federal tax

liability, which for the Landgrafs amounted to $7,852.24. If under
these circumstances the Landgrafs had been Vermont rather than
New Hampshire residents, the Vermont statutory ceiling would have
significantly reduced their Vermoat tax liability; inasmuch as their
"net" Vermont tax liability 8 exceeded 4.5 per cent of their total
income ($3,459.89) by $3,047.75, they would have been entitled to
reduce their Vermont tax as originally computed" by this amount,
to produce a final Vermont tax liability of $4,804.49.

In their view, the Landgrafs could ascertain their Vermont tax
liability simply by adjusting the above determined Vermont tax lia-
bility to reflect the portion of their total income earned in Vermont.
In 1969 their Vermont-derived income was fifty-four per cent of their
total income. Hence, they figured their Vermont tax liability to be
fifty-four per cent of the Vermont tax liability of a Vermont resident
with the same federal taxable income as theirs, and this came to
$2,594.42.'5 Indeed, this was precisely the method by which the
Vermont tax commissioner determined the New Hampshire resi-
dent's Vermont tax liability in Wheeler.'

91. 130 Vt. at 591, '298 A.2d at 555. For purposes of the textual discussion some of
the arithmetical operations involved in making the statutory computations are col.
lapsed or simplified and others are omitted if not germane to the analysis. The actual
calculations made pursuant to Form 103A. see note 88 supra, by both the Landgrafs and
the Vermont Commissioner of Taxes are set out in 130 Vt. at 592-94. 298 A.2d at 553-54.

92. As indicated above, see text accompanying note 39 supra, when Vermont in-
troduced its federalized tax system, a taxpayer's Vermont tax liability was 25 per cent
of his federal tax liability. In 1969, hoieser. the Vermont legislature enacted a 15
per cent tax surcharge effective for taxable )ears beginning after Derncber 31. 1968,
which brought the effective Vermont rate to 28.75 per cent of onies feithral tax lia-
bility. This rate applied to the Landgrafs in the tax %ear at issue. Vermont sub-
sequently reduced the surcharge so that a taxpayer's effective Vermont tax rate is 28
per cent of his federal tax liability for 1973 and 27.25 per cent for later %ears. VT.

STAT. ANN. ,#t. 32, I 5830 (Supp. 1973).
93. $6507.64, or their Vermont tax liability a% originally computed ($7.852.24) less

the federal tax savings resulting from their deduction for $2,246.37 'etmnnt taxes
paid ($1,344.60).

94. 28.75 per cent of the Landgrafs federal tax liability, or $7.85224.

95. 54 per cent of $4,804.49.
96. 127 Vt. at 363, 249 A 2d at 8st). 127 Vt at 501. 253 A.2d at 138.
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Despite the logical basis of the Landgrais' computations and their
consistency with the principles approved in Wheeler, the operation
of the statutory ceiling with respect to nonresidents compelled a dif-
ferent result. Because the provision stated that a taxpayer's net
"Vermont income tax" should not exceed "4V per cent of the total
income of the taxpayer for that taxable year,"'1 it offered taxpayers
in the Landgrafs' position no benefit. In calculating the 4.5 per cent
ceiling, a nonresident was required to look to his "total income"
wherever earned; but in determining whether the ceiling limited his
Vermont tax bill, the nonresident was required to look to his actual
"net" Vermont tax liability, which had been reduced to reflect only
income earned in Vermont. The Landgrafs were consequently forced
first to reduce the Vermont percentage' 8 of their federal tax liability
by an additional 46 per cent to reflect the ratio of their non-
Vermont income to their Vermont income. As a result, the Landgrafs'
"net" Vermont tax liability amounted to only $2,895.61," well be.
low the statutory limitation of 4.5 per cent of their total income
($3,459.89). Since the limitation was not exceeded, the Landgrafs
were liable for the full Vermont tax-as initially computed and ap-
propriately adjusted to reflect solely their Vermont income--of
$4,240.21.

The unequal impact of Vermont's tax ceiling becomes clear when
it is evaluated in terms of Vermont's constitutional power to tax the
income of residents and nonresidents. In presenting the Landgrah,
only fifty.four per cent of whose total income was earned in and hence
taxable by Vermont, a tax bill of $4,240.21 while presenting a hypo-
thetical Vermont resident with the same income, all of which is
taxable by Vermont, a tzx bill for $4,804.49, Vermont has exacted a
substantially larger portion of the nonresident's income than of the
resident's income insofar as it may properly tax such income. Indeed,
under Vermont's taxing scheme the Landgrafs pay roughly ten cents
on every dollar taxable and taxed by Vermont, whereas their imag-
ined counterparts would pay just six cents on every such dollar.100

97. VT. STAT. ANN. tit. 32, 1 5828(a) (1970). The provision is quoted In full at note 82
S Upra.

98. 28.75 per cent.
99. Their Vermont tax liability as originally computed ($4,240,21) less the federal

tax savings resulting from their deduction for $2,246.37 Vermont taxes paid ($1,34.60).
100. For the Landgraf6, the figure was calculated by determining the percentage

that their final Vermont tax liability ($4,240.21) represented of their Vermont in.
come ($42,518.72, or 54 per cent of their total statutory income of $76,886.52); for

- their Vermont counterparts, the figure was calculated by determining the per.
centage that their final Vermont tax liability ($4,804.49) represented of their total
statutory income ($76,886.52). While it is arguably unrealistic to assume that a Vermont
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There can be no justification for such a disparity-at least in
terms of the rationale that underlay Vermont's treatment of non-

residents with respect to her progressive rate structure. The basic
proposition that legitimated Vermont's progressive rate structure as

applied to nonresidents was that for rate purposes there should be

no differentiation between residents and nonresidents who earn the
same amount of money-regardless of where earned. The wandering
minstrel who earned $2,000 in fifty states would in principle pay to
Vermont the same portion of his $2,000 that an equally successful
minstrel who never wandered outside Vermont would pay on his
$100,000, in contrast to the significantly lower portion (if iny) that
the nonresident would pay were he taxed as a Vermont resident
whose income totaled $2,000. This, of course, is what Wheeler was
all about. Yet only a few years later, in Landgraf, the Vermont su-
preme court stood the rationale of Wheeler on its head by approving
a statutory scheme that permitted Vermont to demand proportion-
ally raore of the constitutionally taxable income of a nonresident
than of a resident.

and a non.Vermont taxpayer with the same total income would hive identical deduc.
Lions for Vermont taxes paid, as the LandgTafs assumed in comparing themselves witb
a hypothetical Vermont resident, the basic discrimination against the nonresident re-
mains even if one compares a resident and nonresident whose federal deductions for
Vermont taxes paid reflect the portion of their income taxable by Vermont. The fol.
lowing illustration (using 1973 rates) assumes the nonresident has earned 50 per cent
of his income in Vermont; it also assumes that the resident and nonresident have
equal taxable incomes, since it is on that basis that Vermont purports to treat all
taxpayer equally for rate purposes:

Resident Nonresident

Total income $100,000 $100,000
Per cent taxable by

Vermont 100% 50%
Fed. deduction for

Vt. taxes paid 6.000 3,000
Taxable income 76.000 76,000
Fed. tax liability 31,020 31,020
Estimated Vt. tax

liability (28%
of fed. tax liab.) 8,685.60 8,685.60

Adjustment for non.
resident - 4,342.8C

Fed. tax benefit for (50% of 8.685.60)
Vt. deduction 3.480.00 1,740.00

Net Vt. tax liability
Statutory ceiling 4,500.00 4,500.00
Difference 705.60 -
Final Vt. tax 7,980.00 4,342.80
Final Vt. tax as

percentage of total
income taxable by
Vermont ~ .OOY

. 7=oT 0. mi-/
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Landgraf was not one of the Vermont supreme court's happiest
hours. Apparently lacking any firm analytical basis for upholding the
levy, the court relied on bald conclusions:

Because appellants earn some 46% of their income from sources
outside Vermont it is clearly erroneous for the appellants to compare
themselves with a Vermont resident having the same federal taxable
income as they do for the purpose of determining if the ceiling...
applies. Appellants have not made the showing of discrimination
required by the doctrine set forth in Wheeler v. State . . . because
they have not shown themselves to be disadvantaged when compared
to another in an equivalent position.101

The court never suggested why the Landgrafs' comparison was
"clearly erroneous," nor how it had determined the proper basis for
comparison. In Wheeler, the court had reasoned that it was proper
to compare residents and nonresidents with the same federal taxable
income in determining whether residents and nonresidents were
being accorded equal treatment with respect to the rate at which
they paid taxes on their income taxable by Vermont."0 2 But the
Landgraf court flatly refused to follow this rationale to its logical
conclusion in applying the statutory ceiling. It failed to confront the
fact that the statute introduced a bias against nonresidents with respect
to the rate burden on income constitutionally taxable by Vermont.
Instead it attempted to justify the result with the analytically irrele-
vant observation that "the New Hampshire taxpayer would never
pay any greater tax than his Vermont counterpart.'"108

The constitutional questions raised by the operation of Vermont's
statutory ceiling with respect to nonresidents are substantial. Both
the privileges and immunities clause of article IV and the equal
protection clause generally forbid states to discriminate against out-
siders, in favor of locals.104 Admittedly, neither clause holds the states

101. 130 Vt. at 595-96. 298 A2d at 555.
102. 127 Vt. at 366, 249 A.2d at 891.
103. 130 VL at 597, 298 A.2d at 556.
104. See Mullaney v. Anderson, 342 U.S. 415 (1952); Toomer v. Witsell. 334 US.

385 (1948), with respect to the privileges and immunities clause, U.S. CoNsT,. art. IV,
12; see WHYY, Inc. v. Glassboro, 393 U.S. 117 (1968); Wheeling Steel Corp. v. Glander,
337 U.S. 562 (1949). with respect to the equal protection dause. While the privileges
and immunities clause speaks of the "citizens" of the states, the Supreme Court has
stated that "a general taxing scheme . . . if it discriminates against all non.residents,
has the necessary effect of including in the discrimination those who are citizer of
other States." Travis v. Yale & Towne Mfg. Co., 252 U.S. 60, 79 (1920). By contrast,
however, the recent decision upholding New York's reduced stock transfer tax rate for
nonresidents demonstrates that favoring outsiders oser locals may not, in certain
circumstances, be adjudged violative of either the privileges and immunities clause or
the equal protection dause. Boston Stock Exch. v. State Tax Commn., -App. Div. 2d
-, 357 N.Y.S.2d 116 (1974).
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to an "iron rule of equality' 108 or condemns distinctions based on
rational criteria.'" Yet somewhere the constitutional line must be
drawn in a manner that allows the state to exercise its taxing power
freely but not so freely that it is allowed to care for its own at the
expense of others. According to Justice Frankfurter: "I think it is fair
to summarize the decisions which have applied Art. IV, § 2, by saying
that they bar a State from penalizing the citizens of other States by
subjecting them to heavier taxation merely because they are such citi-
zens or by discriminating against citizens of other States in the pursuit
of ordinary livelihoods in competition with local citizens."10 Essen-
tially the same could be said with respect to the Court's decisions
applying the equal protection clause to alleged tax discrimination
between residents and nonresidents, 08 although they are phrased in
terms of a state's duty to "proceed upon a rational basis and ... not
resort to a classification that is palpably arbitrary."10,

How does Vermont's taxing scheme stand up against these cri.
teria? One could argue that Vermont's proportional tax ceiling
neither singles out nonresidents for discriminatory treatment nor
makes any arbitrary classification. The limitation is neutral on its
face (4.5 per cent), has universal applicability (all taxpayers), and
employs uniform standards (net Vermont tax liability and total
income from all sources). Any unfairness resulting from the applica-
tion of such a formula to nonresidents is thus arguably an "inciden-
tal" consequence of the implementation of a neutral principle, which
is simply to say that all unfairness is riot unconstitutional. 01 Further-
more, one could rely on the fact that the nonresident never actually
pays any more Vermont tax than the resident, whether or not the
nonresident pays at a higher rate. Hence, one might suggest that
the nonresident's claim is at best an abstract complaint over how
the Vermont levy should be conceptualized, that there is room for
argument over its appropriate conceptualization, and that, since
constitutional law is mired in conceptual quicksand anyway, the
nonresident should not be entitled to relief unless he can show that
he is demonstrably worse off than the resident.'

105. Allied Stores of Ohio, Inc. v. Bo~ers. 358 U.S. 522. 526 (1959).
106. General Am. Tank Car Corp. v. Day. 270 U.S. 367 (1926).
107. Toomer v. Witsell, 334 U.S. 385, 408 (1948) (concurring opinion).
108. Eg., Wheeling Steel Corp, v. Glander, 337 US. 562 (1949).
109. Allied Stores of Ohio, Inc. v. Bowers, 358 U.S. 522, 527 (1959).
110. As the Court stated in Salornon v. State Tax Commn., 278 U.S. 484, 491-92

(1929): "To all such objections it may be answered that minor inequalities and hard.
ships are incidents of e~ery system of taxation and do not render the legislation ob-
noxious to the Federal Constitution,"

Ill. Such as were the nonresident commercial fishermen in Toomet v. Wirseil, 334
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But these are feeble excuses in light of the purposes underlying
Vermont's tax scheme. Vermont's basic tax structure was explicitly
predicated on the idea that the resident and nonresident taxpayer
with the same ability to pay ought to pay to Vermont the same per-
centage of their income taxable by Vermont. When Vermont imposed
its proportional limitation it effectively destroyed this equality.
While it is true that the maximum Vermont tax burden on either
taxpayer is the same in absolute terms, the basis of the equality be-
tween them was never so conceived. The point is simply that Vermont
should not be permitted to have it both ways. If it chooses to tax all
taxpayers on the basis of the principle that those with the same ability
to pay should pay taxes to Vermont at the same rate, it cannot in the
next breath enact a statute that makes this principle "inoperative"
with respect to high bracket taxpayers. If this is not a problem of
constitutional significance,' itis nevertheless an inequity inconsis-
tent with the salutary principle that lay at the heart of the Vermont
statute.

IV. NON1ROLFERATION OF PROGRESSIVE RATES
BASED ON INCOME WHEREvxR EARNED

"Is there any point to which you would wish to draw my attention?"
"To the curious incident of the dog in the night-time."
"The dog did nothing in the night-time."
"That was the curious incident," remarked Sherlock Holmes.113

It is indeed curious that more than fifty years after ", Supreme
Court put its imprimatur on a progressive state tax structure that
assessed nonresidents at rates- determined in part by nontaxables,1'
only four jurisdictions'" have adopted such a rate structure for their
personal income tax systems. It is curious first because such a taxing
scheme is as politically painless a method of garnering additional
revenue as state legislators are likely to find. Indeed, taxing states
have repeatedly been compelled by courts to demand less from non-

U.S. 385 (1948), who were compelled to pay a license tax one hundred times as great as
that imposed on residents.

112. nut see Smith v. Loughman, 245 N.Y. 486, 490. 157 N.E. 753, 756, cert. denied,
275 U.S. 560 (1927); Goodwin v. State Tax Commn., 286 App. Div. 694, 702, 146 N.Y.S.2d
172, 181 (1955), aold. inem., 1 NY.2d 680, 150 N.Y.S.2d 203, 133 N.E.2d 711, appeal dis-
missed, 352 U.S. 805 (1956) (state cannot discriminate against nonresident in terms of
rate).

113. A. DOYLE, Silver Blaze, The Memoirs of Sherlock Holmes (1894), in THE Co.%-
PS.rr SaLwocx Housis 347 (n.d.).

114. Maxwell v. Bugbee, 250 U.S. 525 (1919).
115. Mo. Rzv. STAT. ANN. 1 143.041 (Supp. 1974); NnD. Rzv. STAT. 1 77-2715 (Supp.

1973); R.I. GEN. LAws ANN. 1 44-30-33 (Supp. 1973); VT. STAT. ANN. tit. 32. 1 5822 (1970).
For a discussion of the former practice of tertitorial Alaska see note 133 infra.
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residents than was their initial inclination,"'6 and here was presented

a constitutionally sanctioned method by which to demand more. It is
also curious because a number of states that have hesitated to enact

income taxes with rate structures such as that in question have never-
theless enacted similar structures with respect to death taxes."' Fi.

nally, it is curious because it is frequently administratively as easy

-and occasionally administratively easier-to calculate the nonresi-

dent's rate on the basis of his income wherever earned as on his

income earned within the state. It is therefore appropriate to inquire
why most states have refrained from adopting a formula such as
Vermont's"s for their personal income tax.

Since there is no longer a serious question about the constitutional
propriety of a progressive state tax structure that includes a nonresi-
dent's nontaxable out-of-state income in determining the rate at
which he will pay,"t9 a state's choice of such a structure is funda-
mentally an issue of policy. To determine whether there are any
substantial policy reasons for not adopting this approach to the taxa-
tion of nonresidents, it is first necessary to identify the policies
underlying a state's existing tax system. Forty-four states and the
District of Columbia impose a tax on personal income. 20 Three states
impose their tax only on residents and only on a limited category of
income.12' Two states impose a so-called "commuter's tax,"'12 an
ingenious if constitutionally questionable' 2' scheme designed by

116. See. e.g., Toomer v. Witsell, 334 U.S. 385 (1948); Travis v. Yale & Towne Mfg.
Co., 252 U.S. 60 (1920); Ward v. Maryland, 79 U.S. (12 Wall.) 418 (1870).

117. See note 137 infra.

118. The reference. of course, is only to the basic Vermont taxing scheme discussed in
Part I1 suPra: it is not intended to include the wrinkle added by Vermont's propor-
tional ceiling discussed in Part III supra.

119. See Alaska S.S. Co. v. Mullaney, 180 F.2d 805, 822-23 n.23 (9th Cir. 1950);
Wheeler v. State, 127 Vt. 361, 249 A.2d 887, appeal distinsed, 396 U.S. 4 (1969). Cf.
Great At. & Pac. Tea Co. v. Grosjean, 301 U.S. 412 (19371: Maxwell v. Bugbee, 250
U.S. 525 (1919); Rigby v. Clayton, 2 N.C. App. 57, 162 S.E.2d 682, afid.. 274 N.C. 465.
164 S.E.2d 7 (1968). See generally Part 11 supra.

120. Only Florida, Nevada, South Dakota, Texas, Washington, and Vyoming im
pose no personal income taxes. 1 P-H STAt AND LocAL TAx.s (All States Unit) 101.
at 104 (1974).

121. New Hampshire and Tennessee impose a tax on intangibles. N.H. REv. STAT.
ANN. if 77:1-17, :17-a, :18-23. :27-29. :30-a.36 (1970), :24-25--a, :30 (Supp, 1973); TENN.
Coot ANN. 11 67-2603-06, -2608, -2610-12, -2615-17 (1955), -2601-02, -2607, -2609,
-2613.14, -2618-35 (Supp. 1973). Connecticut imposes a tax on capital gains.
CoNP. GzN. STAT. ANN. if 12-506a-07, -509-22 (1958). -505-06. -508 (Supp. 1973).

122. N.H. Rzv. STAT. ANN. ;1 77-B:2-3, '5-21, :24-28 (1970), :1. :4, .22-23 (Supp.
1973); N.J. REv. STAT. ANN. 1 "I.8A-1.118 (Supp. 1973).

123. See J. HLLPSTEIN. supra note II, at 614; but see Austin v. SrLate Tax Comnmn..
- N.H. -, 316 A.2d 165. prob, juris. noted, 43 U.S.L.W. 3208 (U.S. Oct. 15. 1974)
(upholding constitutionality of Ne,^ Hanpshiies commuter's tax).
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states without general income taxes of their own. The states increase
their revenues through a "sponge" tax that, by effectively taxing only
nonresidents who work in the state, absorbs the income tax credits
allowed by neighboring states for taxes paid to "other" states."'
Of the remaining forty.one jurisdictions that impose a general income
tax, only one, the District of Columbia, fails to tax nonresident in-
come,125 a predictable result of the fact that the body that legislates
for the District is more representative of nonresidents who work there
than of District residents themselves. 2 " The forty states that do tax
nonresident income on a broad basis do so in a variety of ways.

My concern here, however, is not with differences in detail but
with the key political choices bearing on states' treatment of the non-
resident for personal income tax purposes. One critical choice is
between a progressive and a proportional income tax system. As sug-
gested above,127 such a choice involves a fundamental policy deter-
mination whether it is fairer to demand from each taxpayer the same
share of his income or to demand increasingly larger shares from
those who earn more. Five states have adopted a proportional ap-
proach in their income tLx systems. 28 Since rate is then no longer a
function of income, the problem of increasing the rate by reference
to nontaxables evaporates. The nonresident and the resident simply
pay the same portion of their taxable income to the state, at the
single rate the state has established.

124. See generally Day, Taxing Interstate Commuters: A New Jersey Experiment
Under the United States Constitution, 18 RLTCE3s L. REv. 1 (1963). The commuter's tax
is no different in principle from those state death taxes designed to absorb the federal
estate tax credit for inheritance, estate, or other state succession taxes. 26 U.S.C. 1 2011
(1970). See note 137 infra.

125. D C. CODE A-4. f 47-1567 (1973). However, nonresident are subject to the
District's ' unincorporated Business Tax." D.C. CODE ANN. 5 47-1574 (1973).

126. The recent grant of "home rule" to the District, Pub. L. No. 93-198. 87 Stat.
774 (Dec. 24, 1973), explicitly withholds from the governing council the authority
to "impose any tax on the whole or any portion of the personal income, either di-
rectly or at the source thereof, of any individual not a resident of the District.
Pub. L. No. 93-198, 1 602(a)(5), 87 Stat. at 813.

127. See text accompanying note 83 supra.
128. ILL. RFv. STAT. ch. 120, 1 2-201(b) (1973) (2.5 per cent of taxable net income):

IND. AsN. STkr. § 6-3-2-1(a) (Supp. 1973) (2 per cent of adjusted gross income); MAss.
ANN. L.&w% ch. 62, 1 4 (Stupp. 1972) (5 per cent of earned income and annuities 9 per
cent of intereit, dividends, and net capital gains): MICH. STAT. ANN. 1 7.557(151)
(Supp. 1973) (0.9 per cent of adjusted gross income): PA. STAT. ANN. tit. 72, 1 7302
(Supp. 1973) (23 per cent of specified classes of taxable income). In several instances,
this "choice" %as compelled by state court decisions holding that an income tax is a
proper' tax and that graduated rates therefore violate the uniformity and equality
pro~isions of state constitutions. See In re Opinion of the Justices, 220 Mass. 613. 108
N.E. 570 (1915), Kellev v. Kalodner. 320 Pa. 180, 181 A. 598 (1935); cf. Thorpe v.
Mahin. 43 11. 2d 36, 250 N.E.2d 633 (1969), overruling Bachrach v. Nelson, 349 I11. 579,
182 N.E 909 (1932).
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The other thirty-five jurisdictions that impose general income
taxes on residents and nonresidents have tax systems with at least
some measure of progressivity.2" Although in several instances the
progressive element of the rate structure may be regarded as de
minimis,110 each of these jurisdictions must determine (and, of course,
has by statute declared) whether a nonresident's income tax rate will
be based on in-state or on both in-state and out-of-state income.
Among these states, only Alaska has refrained from taxing even its
residents on income earned from sources outside the state. 13' Obvi-
ously any attempt by Alaska to reckon a nonresident's tax rate with
reference to his total income would be improper unless the same
were done with respect to residents. The remaining thirty-four juris-
dictions, however, tax residents on their income wherever earned
and nonresidents on income from sources within the state.1 82 Four
of these do in fact look to out-of-state income in fixing a nonresident's
income tax rate.'U Hence thirty states, although not constitutionally

129. See I P-Ii STAE AND LAcAL TAxzs (All States Unit) 1007 (1974); CCH STATz
TAx GuLwz (All States Unit) 15,000, at 1531-34 (1974).

10. Mississippi, for example. imposes an income tax it the rate of 3 per cent on
the first $5,000 of taxable income and 4 per cent for all taxable income in excess of
$5,000. Mus. CODE ANN. § 27-7-5 (1972).

131. ALAS. STAT. I 43.20.010(a) (1971). Both the measure and rate of the taxes are
likewise determined solely on the basis of income from sources within the state.

132. ALA. CODE tit. 51, 1 377 (1958); Amtz. Rrv. STAT. ANN. § 43-102(a) (Supp. 1973);
AMx. STAT. ANN. § 84-2003 (Supp. 1973); CAL. REv. & TAX CODE A.N.. § 17041 (Supp.
1974); COLO. Rxv. STAT. ANN. §§ 138-1-9, -15 (Supp. 1965); DEL. CoOE ANN. tit. 30.
§ 1102 (Supp. 1970); GA. CODE ANN. § 92-3101 (Supp. 1973); HAwtAI RF.A. Sr.AT. 9 235-4
(Supp. 1973); IDAHO CODE ANN. § 63-3024 (Supp. 1973); IONA CODE § 122.5 (1971); KAN.
STAT. ANN. if 79-32,110. 117 (Supp. 1972), 116, 122. 123 (1969); Ky. RJ v. STAT. ANN.

i§ 14.020(1), (4) (Supp. 1972); LA. REV. STAT. ANN. § 47:31 (1970); ME. REV. STAT. ANN.
tit. 36, 9 5111 (Supp. 1975); MD. ANN. CODE art. 81, §§ 280(a), 287. 288, 29 1(a) (1969);
MINN. STAT. ANN. 88 290.01(22) (1962), .17 (Supp. 1974); MINs. CODE ANN. §§ 27-7-5
(1972), -15 (Supp. 1973); Mo. STAT. ANN. if 143.041, .121 (Supp. 1971); MONT. REv. CODES
ANN. 88 84-4902, -4903 (Supp. 1975); NeB. REv. STAT. 9 77-2715 (Supp. 1973); N.M.I
STAT. AlN. # 72-15A-3 (Supp. 1975); N.Y. TAx LAw if 611 (1966). 612, 631-32 (Supp.
1973); N.C. GN . STAT. 1 105--156 (1972); N.D. CENT. CODE §§ 57-38-02, -03 (1972);

OHIO REV. CODE 89 5747.02, .20 (1973); OKLA. STAr. ANN. tit. 68, §§ 2353(12 , 2315(A.,
2362 (Supp. 1973); O&L REv. STAT. 8 316.037 (1971); R.I. GEN, LAs AN,,. §§ 44-30-1,

-12. -32 (Supp. 1972); S.C. CODE § 65--221 (1962); UTAH CODE A-,-N. §J 59-14A-5. -11, -15
(Supp. 1973); VA. CODE ANN. §8 58-151.013(a). (f) (Supp. 1973); VT. STAT. ANN. tir. 32,
it 5822 (1970), 5823 (Supp. 1973); W. VA. CODE ANN. § 11-21--4b, -12 kSupp. 1973),
-31 (1966); Wts STAT. ANN. 99 71-.01, -. 02 (1969).

133. See note 115 supra. Alaska, when it was still a territory, had adopted a pro-
greuive rate structure that assessed nonresidents on their Alaska income at rates de-
termined by their income from all sources. Alas. Scss. Laws 1949. ch. 115, 8 5A(a). The
provisions are set out and discussed in Alaska S.S. Co v. Mullaney, 180 F 2d 805, 809
n.I, 822-23 n.23 (9th Cir. 1950). Alaska's present income tax law, however, containS no
such provision and imposes a tax on both residents and nonresidents of 16 per cent of
a taxpayer's federal tax liability "upon all income deroed from source withinn the
state." ALAS. STAT. I 4 3 .2 0.010(a) (1971). Alaska has a particularly troublesome prob.
lcm in the taxation of nonresident, or part-)ear residents who come to Alaska during
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compelled to do so, base their progressive rates only on a nonresident's
in-state income, despite the fact that doing so deprives them of reve.
nue they would otherwise have collected 18 4 and fails to reflect the
taxpayer's total ability to pay.

What explanation is there for this self-restraint? It is conceivable
that the state legislatures were persuaded by the argument that it is
fundamentally inequitable for a state to increase a nonresident's tax
bill as a result of activities carried on elsewhere. There are at least
three reasons that make this explanation unlikely. First, as discussed
in connection with the Wheeler case,"" there are equally compelling
policy arguments that support such a rate structure. It treats people
with the same ability to pay similarly for state tax purposes and does
not allow jurisdictional boundaries to provide the multistate taxpayer
with an escape from progressivity. Additionally, when forced to choose
between fairness to outsiders and increased revenue for themselves,

the warmer months and of merchant seamen based elsewhere who work in Alaskan
waters. See Alaska S.S. Co.-v. MuUaney, 180 F.2d 805 (9th Cir. 1950); State of Alaska
v. Petronia, 69 Wash. 2d 400 418 P.2d 755 (1966), appeal dismsed, 389 US. 7 (1967).
In light of this, one must wonder what prompted the Alaska legislature to change its
tax laws so as to reduce even further the tax revenues it derives from non- or part-year
residen ts.

154. Arguably, since every state (except Alaska) imposing a general income tax
allows its residents a credit for income taxes paid to other states, CCH STATE TAx
Gum- (All States Unit) 15-000. at 1543 (1974) (chart), a state's decision to increase its
tax rate, and, hence, tax yield, with respect to nonresidents would simply siphon off
a corresponding amount of revenue from the nonresident's home state, which would
allow him a credit for whatever taxes he paid as a nonresident. But this very Likely
would not occur to the extent that the taxing state had higher tax rates than the
nonresident's home state or taxed some sources of income not taxed by the nonresl-
dent's home state. See Note. supra note 15, at 981-85. Moreover, this would dearly not
be true of those states that tax nonresidents who are residents of states with no general
income tax. A glance at the map reveals that the ten states that apply no general in-
come tax of their own, see notes 120-22 supra, are bordered by twenty-nine jurisdictions
that do impose such taxes, twenty-seven, of which use progressive rates, see notes 128-29
supra and accompanying text, and twenty-three of which look only to in-state income
for determining the rate at which a nonresident pays income taxes. These are:
Alabama (Florida, Tennessee), Arizona (Nevada), Arkansas (Tennessee, Texas), Cali-
fornia (Nevada), Colorado (Wyoming), Delaware (New Jersey), Georgia (Florida,
Tennessee), Idaho (Nevada, Washington, Wyoming), Iowa (South Dakota), Kentucky
(Tennessee), Louisiana (Texas), Maine (New Hampshire), Minnesota (South Dakota),
Mississippi (Tennessee), Montana (South Dakota, Wyoming), New Mexico (Texas), New
York (Connecticut, New Jersey), North Carolina (Tennessee), North Dakota (South
Dakota), Oklahoma (Texas), Oregon (Nevada, Washington), Utah (Nevada, Wyoming),
Virginia (Tennessee). In addition to the individual who lives in a state without a gen-
eral income tax and works in a state with such a tax. any resident of the former type
of jurisdiction deriving income from property owned in the latter type of jurisdiction
would in most cases contribute to the aggregate net tax yield of the states were he
taxed at progressive rates on the basis of his entire income. Furthermore, the traveling
salesman or merchant seaman residing in a state without a general income tax may
nevertheless earn income taxable by a number of states that do not border on his own.
See State of Alaska v. Petronia, 69 Wash. 2d 460, 418 P.2d 755 (1966), appeal dismied,
389 U.S. 7 (1967).

135. See text accompanying notes 57-79 supra.
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the states have not unnaturally tended to give themselves the benefit

of the doubt.'86 Third, seventeen of the thirty states that have re-

frained from reckoning their progressive income tax rates in terms of

a nonresident's total income wherever earned nevertheless determine

their progressive death tax rates in terms of a nonresident decedent's

entire estate wherever situated." 7 There is no meaningful distinction

between income and death taxes for purposes of such a rate struc-

ture;138 thus the disparity is puzzling.

A second possible justification for the states' hesitation to look

to a nonresident's out-of-state income for purposes of their progres.
sive rate structure is that doing so would entail administrative bur-
dens that outweigh the revenue that might be gained. This contention
does not withstand analysis. Even if one is prepared to argue that
minimizing the number of computations required of a nonresident
relieves state tax authorities of administrative problems serious
enough to justify foregoing otherwise obtainable state revenue,'"
the truth is that in many instances the nonresident will have had to
make such computations anyway. Every one of the thirty states' 40

that permit the nonresident to compute his tax.with respect only to
in-state income nevertheless requires him to compute the percentage

136. See cases cited in note 104 supra.

137. ALA. COD. tiL 51, J 438 (1958); Axi. STAT. ANN. 1 63-104 (1971); GA. Coo, ANN.

* 92-3402 (1961); HAWAU Rzv. STAT. § 236-14 (Supp. 1973); IOWA CODE 1 451.2 (1971);

KAN. STAT. ANN. I 79-1501a (1969), KAN. ADmIN. RJEGS. 92-2-23, reported in I CC!!
INHt. EsT. & Gtrr TAX Rui,. 27.243 (1966); KY. REv. STAT. ANN. 1 140.130 (1971):
MINN. STAT. ANN. I 291.34 (1972); MONT. RZV. CODES ANN. i 91-4411(a) (Supp. 1973);
N.M. STAT. ANN. J 72-33-4 (Supp. 1973); N.Y. TAx LAW § 960 (1966); N.C. GEN. STAT.
1 105--21 (1972); OHio Rzv. CODE § 5731.19 (1973); OKLA. STAT. ANN. tit. 68. 1 804 (1966);
S.C. Cori 1 65-481 (Supp. 1971); UTAH CODE ANN. § 59-12-2(2) (Supp. 1973); VA. CODE
ANN. 1 58-193.1 (Supp. 1973).

Many of these statutory provisions are designed principally to take full advantage
of the federal estate tax credit allowed for payment of state death taxes. 26 U.S.C.
1 2011 (1970). These "sponge" taxes, so denominated because they are designed to "ab.
sorb" the federal credit, c. text accompanying notes 122-24 supra, generally impose a
tax equal to the maximum amount of credit allowed under section 2011 of the Internal
Revenue Code. With respect to nonresidents, the tax generally equals that proportion
of the allowable federal credit defined by the ratio of the property taxable in the
taxing state to the value of the-entire estate wherever located. Since the federal credit
is graduated according to the federal taxable-estate, any state tax formula designed to
absorb a proportionate part of the credit will have the same effect as the tax formula
employed in Wheeler-namely. raising the state tax by considering nontaxables for rate
purpom. This assumes, of course, that the nontaxablcs (for example, out-of-state
realty or tangible personalty) constitute part of the taxable estate and that these are
sufficient to raise the effective rate of the allowable aedit.

138. See Alaska S.S. Co. v. Mullaney, 180 F.2d 805, 822-23 n.23 (9th Cir. 1950); cf.
Smith v. Lougbman, 245 N.Y. 486, 157 N.E. 753, cert. denied. 275 U.S. 560 (1927).

139. While this is obviously a policy judgment, it is difficult to perceive exactly
what administrative problems the legislators might have had in mind, particularly in

Light of the byzantine complexities that many of these states have without hesitation
introduced into other aspects of their tax systems.

140. See text accompanying notes 132-34 supra.
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that his in-state income bears to his total income for purposes of
state deductions, exemptions, or credits. 41 Thus, in most instances
the nonresident is required to carry out the very calculations he
would have had to make were he compelled to compute his state
tax at a progressive rate determined with reference to his total in-
come. In short, an argument based on easing the administrative
burden is pure hokum.

Finally, it is possible that states have refrained from taxing non-
residents at a rate determined by their entire income for fear that
doing so would precipitate retaliatory action by other states, result-
ing in higher taxes imposed upon the out-of-state income of their
own residents.142 Whether such a fear is justified depends upon such
factors as whether neighboring jurisdictions imposed an income
tax,' the rate structure of such a tax, and whether the state was
primarily a source of supply or demand for out-of-state labor and
capital.

In sum, while there may be rational explanations for the states'
failure to adapt their progressive rate structures to the nonresident's
full ability to pay, for the most part such explanations appear to
have had little real effect in shaping statutory patterns. More likely,
the legislators gave little, if any, thought to considerations such as
those raised here. If they had, perhaps they would have done some-
thing about the problems involved. If they now do, perhaps they

141. AL.A. CODE tit. 51, §J 385 (1958), 388 (Supp. 1973) (deductions, exemptions);
Atiz. RE v. STAT. ANN. I 43-128(b) (Supp. 1973) (credits); Aix. STAT. ANN. if 8-020.
-2021(e) (1960) (deductions, credits); CAL. REv. & TAx CODE ANN. § 17055, 18002(c)
(1970) (deductions, exemptions, credits); COLO. REV. STAT. ANN. 1 138-1-15 (Supp. 1965)
(deductions, exemptions); DEL. CODE ANN. tit. 30, 1 1126 (Supp. 1972) (deductions,
exemptions); GA. CODE ANN. J 92-3111(d) (1961) (deductions, exemptions); HAwAI Rxv.
STAT. J 235-5(c) (1968) (deductions); IDAHO CODE ANN. if 63-3027(t), -3029(b) (Supp.
1973) (deductions, exemptions, credits); IOWA CODE J 422.9 (1971) (deduction "airly
and equitably allocable to Iowa under the rules and regulations prescribed by the
director"; see Iowa Departmental Rules 1 22.9-12 (1971)); KAN. STAT. ANN. it 79-32,
126(b)-127 (1969) (deductions, exemptions); Ky. Rzv. STAT. ANN. I 141.020(3)(h) (Supp.
1972) (credits); LA. REV. STAT. ANN. 51 47:79(E) (1970), :243 (Supp. 1974) (exemptions,
deductions ("ratable portion")); ME. REv. STAT. ANN. tit. 36. 1 5144 (Supp. 1973) (de-
ductions); Mo. CODE A.%N. art. 81, §1 286(h), 291(a) (1969) (exemptions, deductions,
credits); MINN. STAT. ANN. § 290.06(3a)-(c), (7), .081(b) (Supp. 1974) (deductions,
credits); MIss. CODE AsN. § 27-7-21(i) (Supp. 1973) (exemptions) MoNt. Rzv. CoDs ANN.
§ 84-4910(i) (1966) (exemptions); N.M. STAT. ANN. f 72-15A-12 (Supp. 1973) (credits);
N.Y. TAX LAW § 636 (Supp. 1973) (exemptions); N.C. GEN. SrAT. I 105-149(b) (1972)
(exemptions); N.D. CENT. CODE 5 57-38-06.1 (1972) (exemptions); Oiio REv. Coox
§ 5747.05(A)(2) (1973) (credits); ORLA. STAT. ANN. tit. 68. 5 2362 (Supp. 1973) (deductions,
exemptions); Oiz. Rxv. STAT. § 316.117 (1971) (deductions, exemptions): S.C. CODE f 66-
225(6) (1962) (exemptions); UTAH CODE ANN. I 59-14A-5 (Supp. 1973) (determination of
Utah taxable income); VA. Coox ANN. 1 58-151.013(f). -. 015(b) (Supp. 1975) (determina-
tion of Virginia taxable income, credits); W. VA. CoDE ANN. 1 11-21-40 (1966)
(credits); VIS. STAT. ANN. if 71.02(2)(a) (1969), .02(2)(f), (gp) (Supp. 1973) (deductions).

142. Tx REPorr OF Tmx NEW J.RsEY TAx Poucy COMmiTTt, PART V, NON-PROPERTY
TA.s IN A FAIR AND EQUIT ABL TAx SySTEN 93 (1972) takes this position.

143. See note 154 su 'e.
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will. The arguments in favor of jurisdictionless ability to pay as the
basis of a state tax structure may in many instances outweigh those

that can be marshalled against it. However the issue may ultimately
be resolved, it is better that the resolution be the outcome of deliber-
ate decision-making rather than the result of unwitting negle t.

V. EXEMPTIONS, DEDUCTIONS, AND CREDITS

The considerations underlying the nonresident's relationship to
the taxing jurisdiction are germane to several other issues arising in
connection with the income taxation of nonresidents. It may there-
fore be useful to examine briefly, in light of the factors discussed
above, some of the recurring problems involving the allowance or
disallowance of exemptions, deductions, and credits to nonresidents
under state income tax statutes.

The guiding constitutional principles were enunciated in Shaffer
v. Carter,14" which definitively established the state's right to tax the
income of nonresidents, and the comn iion case of Travis v. Yale &
Towne Manufacturing Co."*5 In Shaffer, the appellant, while broadly
challenging the state's power to tax the income of nonresidents, also
contended that Oklahoma's statute violated the privileges and immu.
nities and equal protection clauses because it permitted residents to
deduct losses wherever incurred but allowed nonresidents to deduct
only losses incurred within the state. To this claim the court re-
sponded:

The difference, however, is only such as arises naturally from the
extent of the jurisdiction of the State in the two classes of cases, and
cannot be regarded as an unfriendly or unreasonable discrimination.
As to residents it may, and does, exert its taxing power over their
income from all sources, whether within or without the State, and it
accords to them a corresponding privilege of deducting their losses,
wherever these accrue. As to nonresidents, the jurisdiction extends
only to their property owned within the State and their business,
trade, or profession carried on therein, and the tax is only on such
income as is derived from those sources. Hence there is no obligation
to accord to them a deduction by reason of losses elsewhere
incurred.'46

On the same day, however, the Court in Travis held unconstitutional
the provision of the New York income tax statute that denied to non-
resident taxpayers the personal exemption granted resident taxpayers:

Whether they must pay a tax upon the fint $1,000 or $2,000 of
income, while their associates and competitors who reside in New
York do not, makes a substantial difference. Under the circumstances

144. 252 U.S. 37 (1920).
143. 252 U. 60 (190).
146. 252 US. at 57.
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as disclosed, we are unable to find adequate ground for the discrimi.
nation, and are constrained to hold that it is an unwarranted denial
to the citizens of Connecticut and New Jersey of the privileges and
immunities enjoyed by citizens of New York. This is not a case of
occasional or accidental inequality due to circumstances personal to
the taxpayer . . . but a general rule, operating to the disadvantage
of all non-residents including those who are citizens of the neighbor-
ing States, and favoring all residents including those who are citizens
of the taxing State. "47

The half century of judicial interpretation and legislative imple-
mentation of Shaffer and Travis with respect to the allowance or
disallowance of exemptions, deductions, and credits to nonresidents
has been marked by confusion and inconsistency. The final section
of this article addresses some of the questions raised by these decisions
and statutes.

A. Personal Exemptions, Deductions, and Credits148

While the Supreme Court made it clear in Travis that the privi-
leges and immunities clause prohibited the complete denial to non-
residents of personal exemptions allowed residents, it left unanswered
the question whether the taxing state must grant nonresidents the
full exemptions allowed residents or may instead grant only that
portion of the exemption defined by the ratio of the nonresident's in-
state income to his income from all sources. Although some states
allow the nonresident the full exemption,' 4 most require that it be
proportionately reduced. 16 0 The case law on the issue is sparse,
divided, and unilluminating. 151

The essential question is whether a proportional exemption,
which in absolute terms is less than the exemption granted residents,
operates to the "disadvantage" of nonresidents. 1 2 The answer de-
pends on what criterion one uses to determine whether residents
and nonresidents are receiving equal treatment. If the issue is
framed in terms of the state's power to tax, one can argue that the

147. 252 U.S. at 80-81.
148. This category includes all allowances, whether denominated exemptions, deduc-

tions, or credits, that permit the taxpayer to reduce his taxable income or his tax
solely on the basis of his personal status and iithout regard to any expenses in.
carted.

149. See HAWAII Rxv. STAT. * 235-5(c) (1968); Mi. Riv. STAT. ANN. tit. 36, 5145
(Supp. 1973); W. VA. CODE ANN. I 11-21-36 (1966).

150. See, e.g., AmL STAT. ANN. 84--2021(e) (1960); Du... Coo ANN. tit. 30, £ 1126
(Supp. 1972); ILL. Rzv. STAT. ch. 120. 1 2-204 (1973). See also note 141 supra.

151. Compare Reynolds Metal Co. v. Martin, 269 Ky. 378, 384, 402. 107 S.W.2d 91l.
252-53, 263 (Spec. Ct. App. 1937) with State v. Burnett, 200 Ark. 655. 140 S."'...u 673
(1940); cf. State ex rel. Haworth v. Berntsen, 68 Idaho 539. 200 P.2d 1007 (1948); SLate
ex rel. McCulloch v. Ashby. 73 N.M. 267, 387 P.2d 588 (1963): McCutchan v. Oklahoma
Tax Commn., 191 Okla. 578. 132 P.2d 537 (1942).

152. Travis v. Yale & Towne Mfg. Co., 252 U.S. 60. 81 (1920).
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proportionate exemption simply recognizes the more limited juris-
diction that the state exercises over the nonresident's income, and
that the difference in treatment is therefore rational and fair.'" On
the other hand, it can be argued that the jurisdictional bases for
taxing residents and nonresidents are not relevant to the considera-
tions bearing on a state's decision to grant personal exemptions.

Personal exemptions represent a political determination that a
portion of a taxpayer's income should be immune from tax liability
solely on the basis of his personal status and without regard to any
expenses he might have incurred. They reflect the view that until a
taxpayer's earnings reach a certain level he ought not be required to
contribute to the costs of government. In addition, because of the
problems that would arise if individuals above a certain income level
were required to pay taxes on all their income, including that below
the exemption level, personal exemptions are almost invariably
granted to all taxpayers, regardless of their income.'"

If the issue is refrained in light of the purpose of granting personal
exemptions, the search for a persuasive justification for reducing the
nonresident's exemption on the basis of income earned elsewhere
becomes more troublesome. Since the amount of income a resident
earns plays no role in determining whether he receives a full exemp-
tion, it should not play any role in determining whether a nonresi-
dent receives a full exemption. Moreover, it may be suggested that
the source of one's income bears no more rational relationship to the
purposes of granting personal exemptions than does its amount. In.
deed, the fact that the resident's personal exemption does not vary ac-
cording to the source of his earnings demonstrates that the state has
determined that there is no necessary relationship between the
amount of the exemption and the source of the taxpayer's income.'"

153. Culp, Selected Problerns in Multustate Taxation, 44 IOWA L REv. 280. 292-93
(1959).

154. Blum & Kalven, The Anatomy of justice in Taxation, in OCCASIONAL PAPEXS
rsOM TH LAW SCHOOL OF THZ UNtvERsrry OF CHmcAC.o 11-12 (1973). Blum and Kaiven
provide the following WuLtration of the effect of giving an exemption only to those
below the cutoff point and none to those above the cutoff point:

(A]sume an exemption of $5,000 and a flat rate of 25 percent. A man with an
income, say, of $4,000 or $4,500 or $5.000 will pay nothing in taxes; but a man
with a slightly larger income, say. of $5,100 or $5.500 or $6,000 will end up literally
worse off after taxes than if he initially had had an income under $5,000. Indeed,
the system wiU find itself using a marginal rate of tax on that additional $100,
$500, or $1,000 that is over 100 percent.

Id. at 12.
155. Solomon, Nonresident Personal Income Tax: A Comparative Study in Eight

States. 29 FOPDHAM L Rrv. 105 (1960., de(larrs flatly that personalnl exemptions, hale
no relation to . . . the source of [a taxpa 'r %j income," and construes Trams as holding
that "a state must afford nonresidents and residents the same perional exemptions." Id.
at 108. For reasoru set forth in the text. this %oul(I appear to oversimplify the problem.
See McCutchan v. Oklahoma Tax Cimmn, 191 Okla. 578, 152 P2d 337 (1942) (per-



77

1344 Michigan Law Review [Vol. 72:130

On the other hand, if source is a fair measure of a nonresident tax-
payer's relationship to the state, as has generally been assumed, it is
not unreasonable to argue that, to the extent that his activities are
carried on elsewhere, his need for and claim to a minimum level of
income free from tax in the taxing jurisdiction is accordingly dimin-
ished.

Another approach to the question is grounded in neither the
jurisdictional bases for the taxation of nonresidents nor the under-
lying purposes of the personal exemption. One can examine the
question from the standpoint of achieving an equality of tax rates
between residents and nonresidents. Depending on whether one
defines rate equality with respect to income from all sources or with
respect only to income taxable by the state-a distinction that lay
at the heart of the dispute in Wheeler-the proportional personal
exemptions for nonresidents may or may not find support. If rate
equality is viewed in terms of a taxpayer's income from all sources,
it is furthered more by the use of proportional exemptions than by
the use of full exemptions.'" If, however, rate equality is viewed in

sonal exemptions apportioned to income earned within state for residents and non.
residents alike); see aLso Culp, supra note 5. at 292-93.

156. The following example illustrates the point: Assume the effective tax rate
(whether proportional or graduated) on a resident and nonresident taxpayer. each
earning $10.000, is 10 per cent without consideration of any exemptions. Assume
further that the nonresident earns only half his income in the taxi,,g state and that
a full personal exemption amounts to $1,000. The effect of allowing the nonresident
a full or a proportional exemption is as follows:

Resident Nonresident
Proportional

Full exemption exemption
Taxable income

forn all sources
before exemption $10.000 $10,000 $10,000

Tax rate (based
on income from
all sources or
proportional) 10% 10% 10%

Income constitutionally
taxable by state before
exemption 10,000 5,000 5,000

Exemption 1,000 1,000 500
Taxable income 9.000 4,000 4.500
Tax 900 400 450
Tax as percentage

of income
constitutionally
taxable by state
before exemption 9% 8% 9%

Moreover, if allowing a nonresident a full exemption in a graduated rate structure were
to lower the nonresident's effective tax rate, this would exacerbate the rate inequality
between resident and nonresident in terms of their total income. This problem. of
course, would not arise in a proportional system.
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terms solely of the taxpayer's income that is constitutionally taxable
by the state, full exemptions for nonresidents obviously have a greater
tendency to achieve equality than proportional exemptions.' While
framing the question in terms of rate equality provides no definitive
answer, identification of the assumptions about rate equality that
underlie--or ought to underlie-a state's tax system may suggest a
resolution of the issues involved.5 8

157. On this assumption, the appropriate comparison would be between the
h)pothctical nonresident in note 156 jupra and a resident who earned $5,00 taxable
income from all sources before an exemption.

Resident Nonresident
Proportional

Full exemption exemption
Taxable income

from all sources
before exemption $5,000 $10,000 $10,000

Income constitutionally
taxable by state
before exemption 5.000 5.000 5.000

Tax rate
(based on income
constitutionally taxable
by state or
proportional) 10% 10% 10%

Exemption 1,000 1.000 500
Taxable income 4,000 4,000 4,500
Tax 400 400 450
Tax as percentage

of income constitutionally
taxable by
state before
exemption 8% 8% 9%

158. The discussion in the text has focued on the impact of the personal exemption
upon the effective rate at %, hich an indi,,idual pays his tax. A related question-though
one not limited to the treatment of residents vis-A.vis nonresidents-is the impact of
marginal rates in a progrcssi-,e tax system upon the effect of a personal exemption.
TH1E REPORT oF THE NEW JERsEY I Ax POLICY COMiTr-EE. supra note 142, summarized
the problem:

Perhaps the most important question concerning the exemption is how it should
implemented, through a deduction or a tax credit. By allowing the exemption in

the form of a deduction, the tax benefit of the deduction varies as income increases,
being the amount of the deduction times the marginal tax rate. Accordingly, as
income increase the graduated rate results in the tax benefit of the deduction
being increased. A method of controlling the effect of having a deduction coming
off the highest rate bracket rather than the lowest is to state the deduction as a
credit. Thus, the Lax benefit from the personal exemption would be the
same for all families of the same size. What this means is that the credit can be
fixed in conjunction with the tax rate so as to exempt a fixed amount of income
for peron in various family situations.

Id. at 91. A few states have framed their personal exemptions as tax credits, see, eg.,
Au. STAT. AsN. £ 84-2021 (Supp. 1973); IOWA CODE J 422.12 (1971); Kr. Rzrv. STAT.
ANN. 1 141.020(3) (Supp. 1972), but the great majority allow a deduction from gross
income. See also Weidenbaum, The Idvanfages of Credits on the Personal Income Tax,
42 GEO. WASH. L Riv. 516 (1974).
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B. Deduction for Expenses

1. Expenses Incurred in Connection with the Production of Income

Shafjer v. Carter5 9 established and Travis v. Yale & Towne
Manufacturing Co. 10 reiterated the principle that a state may limit
the nonresident's deduction of expenses, losses, and the like to those
incurred in connection with the production of income within the
taxing state. At least insofar as the expenses relate to the nonresi-
dent's efforts to earn income, the proposition is eminently reasonable,
because the state's jurisdiction to tax such income is similarly con-
fined. Most state income tax statutes specify the criteria and methods
the nonresident taxpayer must follow in allocating or apportioning
to the taxing state expense deductions associated with income pro-
ducing activities in that state.161 While the relation of a particular
expense item to activity in the taxing state may present troublesome
factual questions, the controlling legal doctrine is both settled and
sensible.

2. Expenses Not Incurred in Connection with the Production
. of Income

When we consider expenses not incurred in connection with
the production of income, the controlling legal doctrine may be just
as settled, but one may question whether it is as sensible. Shafer
and Travis, read literally, justify a state's refusal to allow a nonresi-
dent even a proportionate share of the various personal deductions
allowed residents: "That there is no constitutional discrimination
against citizens of other States in confining the deduction of ex-
penses, losses, etc., in the case of non-resident taxpayers, to such as
are connected with income arising from sources within the taxing
State, likewise is settled by [Shager v. Carter]." 16 A number of states
have invoked this language to deny nonresidents personal deduc-
tions,'" and state courts have predictably sustained such legislation.1 "

159. 252 US. 37, 56-57 (1920).
160. 252 US. 60, 75-76 (1920).
161. See, e.g., CAL. Rzv. & TAx CODE AN'4. 1 17301 (1970); GA. COlit ANN. 1 92-

3112(d) (1961); IOwA CODE 1 422.9 (1971). See also note 142 supra.
162. Travis v. Yale & Towne Mfg. Co., 252 U.S. 60, 75-76 (1920).
163. See. e.g., MoNT. REv. CoDMs ANN. § 84-4907 (Supp. 1973); N.C. GEN. STAT.

5 105--147(18) (1972); S.C. CooE 65-264.1 (Supp. 1973). However, many states allow the
nonresident to deduct a proportionate share of his personal expenses. See. e.g., DmL.
Coot ANN. tit. 30, 5 1124 (Supp. 1970); GA. CODE ANN. 5 92-3112(d) (1961); HAWAU
Rxv. SrAT. I 235-5(c) (1968).

164. See Goodwin v. State Tax Commn., 286 App. Div. 694, 146 N.Y.S.2d 172 (1955).
afid. mem., I N.Y.2d 680, 150 N.Y.S.2d 203, 133 N.E.2d 711, appeal dismissed, 352 US.
805 (1956); Stiles v. Currie, 254 N.C. 197. 118 S.E.2d 428 (1961); Wilson v. Department
of Revenuc. - Ore. -. 514 P.2d 1334 (1973), appeal dismissed. 42 U.S.L.W. 3608 (US.

Rk- 7"r0 " ,- -_
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Nevertheless, serious questions may he raised concerning the logic
and fairness of a total denial of certain personal deductions. Al.
though it makes perfect sense for a state to deny the nonresident tax-
payer a deduction for an expense incurred in connection with the
production of income outside the state, because such income is not
taxable by the state and at the same time to allow a resident taxpayer
a deduction for expenses incurred in connection with the produc-
tion of income wherever earned, because all such income is taxable
by the state, it does not follow that the allowability of deductions that
are granted for reasons having nothing to do with income producing
activity should also be determined by considerations relating to
jurisdiction to tax income.

There is, of course, more to be said for a state's decision to deny
personal deductions to nonresidents than the Supreme Court's
declaration that a state may restrict a nonresident's deductions to
those connected with income arising from sources within the state.
Whether or not the Supreme Court intended its comments in Shaffer
and Travis to apply to personal expense deductions,'" a persuasive
case can be made that the refusal to grant personal deductions to
nonresidents is a legitimate expression of the different relationship
of the resident and nonresident taxpayer to the taxing state.'" The
rationale was well stated in Goodwin v. State Tax Commission,7
involving the denial by New York State to a New Jersey resident of
deductions for real estate taxes, mortgage interest, medical expenses,
and life insurance premiums: "The factor of residence has an obvious
connection with the allowance of the deductions of a personal char-
acter which are under consideration here. The expenditures are
properly associated with the place where the taxpayer resides. They

April 29, 1974) (No. 73-1126); Berry v. State Tax Comma., 241 Ore. 580, 397 P.2d 780
(1964). appeal dismissed, 382 U.S. 16 (1965).

165. In Goodwin v. State Tax Commn., 286 App. Div. 694, 146 N.Y.S2d 172 (1955).
afid. mem., I N.Y.2d 680, 150 N.Y.S.2d 203, M',3 N.E2d 711, appeal dismissed, 352 U.S.
805 (1956), the court noted that one of the issues presented to the Supreme Court in
Travis was the alleged discrimination against the nonresident who, unlike the resident,
was forbidden from deducting real estate taxes on his home outside the taxing state.
The New York court read the Supreme Court's statement in Trav is. see text accom-
panying note 162 supra, as authoritatively settling the issue of whether the state could
constitutionally deny personal deductions to nonresident, 286 App. Div. at 698, 146
N.Y.S.2d at 177, although it went on to consider the problem on broader grounds.
However, nothing in either the Shaffer or Travis opinions indicates whether the
Court was addressing itself to personal as well as busineu deductions, and at least one
judge has found it "impossible to determine whether the opinions referred to business
losses and expenses or personal expenses." Berry v. State Tax Commn., 241 Ore. 580,
586, 397 P.2d 780. 783 (1964) (disunting opinion), appeal dismissed, 382 U.S. 16 (1965).

166. See text accompanying notes 57-68 supra.
167. 286 App. Div. 694, 146 N.Y.S.2d 172 (1955), afid. mem., I N.Y.2d 680, 150 NY.S.

2d 203. 133 N.E.2d 711, appeal dismissed, 352 U.S. 805 (1956).
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all relate to the personal activities of the taxpayer and his personal
activities must be deemed to take place in the State of his residence,
the State in which his life is centered."168 The court's statement
reveals both the strengths and weaknesses of the rationale for dis-
allowing thi deductions. Undoubtedly, residence has "an obvious
connection" with the personal activities of a taxpayer. This provides
a basis for distinguishing between residents and nonresidents on
grounds rationally related to the purposes underlying the grant of
personal deductions. But there is nt thing that compels the conclusion
that this "obvious connection" is in all instances an exclusive one.
Medical expenses may be regarded as "related" to all of a taxpayer's
activities, and taxes on personal purchases or entertainment may be
"deemed to take place" in the state where the purchases are made or
the entertainment is enjoyed as much as in the state of residence.

The attempt to analyze the allowability of deductions to non-
residents entirely on the basis of a personal/business dichotomy thus
paints with too broad a brush. Indeed, Travis itself demonstrates
that the distinction cannot explain the results in all cases. Although
the provision struck down there had denied personal exemptions
rather than personal deductions to nonresidents,169 the decision at
minimum reveals that there are limits to the theory that nonresidents
may be denied tax benefits permitted residents on the grounds that
such benefits have no connection with income earned within the state
and may be characterized as "personal." Perhaps a more equitable
approach to determining whether the nonresident should be allowed

168. 286 App. Div. at 701, 146 N.Y.S.2d at 180.
169. Travis should be contrasted in this respect with Shaffer v. Carter, 252 U.S. 37

(1920), which can be read as indicating that states may deny personal deductions to
nonresident (but see note 165 jupra and accompanying text). To be sure, there are a
number of distinctions that can be made between personal exemptions and itemized
personal deductions: The former are allowed to all taxpayers, at a flat amount, without
regard to any expenditures he might make; the latter are allowed on a selective basis, in
differing amounts, to those taxpayers who make specific expenditures. Also, the
severity and extent of the impact of denying nonresident exemptions are probably
greater than the impact of denying them personal deductions. But query whether the
apparently Inconsistent position taken by the Court with respect to personal exemp-
tions and deductions can be justified. The court In Goodwin, while noting that the
Supreme Court saw no inconsistency between Its Travis and Shag5r opinions, 286 App.
Div. at 703, 146 N.Y.S.2d at 181. nevertheless tried to justify the distinction on the
ground that personal exemptions must be considered In terms of rate and that the
substance of Tram,i is that a state cannot constitutionally tax the income of nonresi-
dents at higher rates than it taxes the income of residents. 286 App. Div. at 702, 146
N.Y.S.2d at 181. See text accompanying notes 148-58 supra. The Goodwin court did,
however, obliquely acknowledge the inconsistency:

It may well be that, if the question were reconsidered today in the light of the
subsequent extension of State income tax laws and If all the considerations here
canvassed were brought before the Supreme Court. a different decision might be
reached as to the validity of the distinction between residents and nonresidents
with respect to the allowance of personal exemptions.

286 App. Div. at 703, 146 N.YS.2d at 181-82.
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deductions for his personal expenses would be to examine each ex-
pense on an individual basis: Those uniquely related to the state of
residence would be denied, and those related to all of the taxpayer's
activity would be allowed in the proportion that the activity, as
measured by his income, was carried on in the taxing state.

Such a refinement in a state's policy of allowing personal deduc-
tions to nonresidents would not call for herculean effort. It would
require only a series of specific determinations concerning the par-
ticular deduction under consideration. 70 One might deny a deduc-
tion for real estate taxes paid on out-of-state property but allow one,
at least in part, for sales taxes on personal purchases in the state.17

One might allow or disallow a deduction for interest paid on a per-
sonal loan depending on whether the purpose of the loan was pecu-
liarly related to the taxpayer's activity in the state." 2 A strong case
can also be made for at least partial allowance of medical expense
deductions to nonresidents. Not only may such expenses "be regarded
as related to all of the taxpayer's activities, wherever engaged in...,,t13

but also they arguably relate to his income producing ability in the
state: "(I]n effect, his medical expenditures are made in part in an
effort to enable the taxpayer to continue to be income-producing,
without regard to where the income may be produced.""'4 Although
one might dismiss the latter rationale as a quibble over the classifica-
tion of medical expenses as business or personal deductions, 1 "5 it
does suggest the illogic of classifying medical expenses as "personal"
and denying them simply on the basis of the label affixed.

In short, while the complete denial of personal deductions to
nonresidents by the taxing state may be constitutionally permissible,

170. This is precisely what Solomon, supra note 155, at 115.20, did with respect to
deductions allowed under the New York State income tax law as it then stood. The
present statute allows the nonresident a proportionate share of his itemized deductions.
N.Y. TAx LAw j 635 (1966).

171. Compare Anderson v. Tiemann. 182 Neb. 393, 404-08, 155 N.W.2d 322, 330-32
(1967) (upholding denial of "food -ales tax credit" to nonresidents on ground that
"food purchases for personal use are so dosely related to the state of residence . . that
any . . . credit . . . should be allowed only by the state of residence .... .

172. See Solomon, supra note 155, at 117.
173. Id. at 118, quoting FZDUAL BAa ASSN. OF NEW YoRx, NEW JER EY AND

CoNNwCTctrr, REORT ON NEw YoRK STATEt TAXATION ON INTRA-STAT INCOME OF NON-
RrswztF-s 11 (1958).

174. Id.
175. The court in Berry v. State Tax Commn., 241 Ore. 580. 397 P.2d 780 (1964)

appeal dismissed, 382 U.S. 16 (1965). while denying the nonresident' claim that they
be allowed to deduct medical expenses on the ground that the "fact indicated that
the income was not dependent upon the health or earning power of the taxpayers,"
nevertheless explicitly left open "the question whether or not in a proper case medical
expenses might be 'connected with* income." 241 Ore. at 582, 397 P.2d at 781.
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and in many cases justifiable, a state could adopt a more discriminat-
ing and equitable approach to the problem without great difficulty.

3. The Standard Deduction

The vast majority of state income tax statutes provide the tax-
payer with the option of taking a standard deduction, based on a
percentage of his income up to a fixed dollar limit, in lieu of itemized
personal expense deductions. 7 6 While nonresidents are generally
permitted to elect the standard deduction,"' they are not treated
uniformly under the various statutory provisions, which may be
divided into two groups. The first group treats the nonresident as
if he were a resident, but with respect only to his in-state earnings:
The nonresident is allowed to apply the statutory percentage to his
in-state income up to the established dollar ceiling.11' The second
group requires the nonresident to prorate his standard deduction,
calculated on his income from all sources, in the proportion that his
in-state income bears to his income wherever earned' 7 9

There can be little complaint about the first type of provision.
Since the state has decided to use a percentage of income as the ap-
propriate measure of the deduction, it may quite reasonably limit
the scope of the deduction to the income over which it has tax juris-
diction. In this way both resident and nonresident receive identical
treatment in terms of a rational criterion, namely, income taxable by
the state. The point can be made that such a provision overrepresents
the deductions to which a nonresident has a legitimate claim since it
grants him the same standard deduction as a resident, who might
have been entitled to a variety of itemized personal deductions un-
available to the nonresident."80 Such criticisms, however, miss the
mark. The standard deduction is by definition an effort to provide
the taxpayer with a simple means of calculating the deductions that

176. CCH STATE TAX GUIDE (All States Unit) 15-000. at 1542 (1974). A number of
states, following the federal model, ,rT. Rxv. Cot or 1954, 1 141, also allow the tax-
payer a minimum standard deduction or a low income allowance. See, eg., N.Y. TAx
LAw 11 614, 634 (Supp. 1973); VA. CODE ANN. J 58-151.013(d)(2) (Supp. 1973).

177. See notes 178.79 infra and accompanying text; but see CoLo. Rrv. STAT. ANN.
§ 138-1-15(8) (Supp. 1965) (nonresidents must itemize deductions, though residents
may elect standard deduction).

178. See, e.g., ALA. CoDE tit. 51, 1 385(4) (Supp. 1973); N.Y. TAX LAw 1 634 (Supp.
1973); W. VA. CoDa ANN. 1 11-21-34 (1966).

179. See. e.g., GA. COD A%.N. I 92-3112(d) (1961); OKLA. STAT. ANN. tit. 68. § 2362(2)
(Supp. 1973); ORE REV. STAT. 1 316.117 (1973). Such an approach is an outgrowth of the
fact that many state income tax statutes use federal definitions of income and deduc-
tions as the starting point for the computation of their tax base. See P.H STATE AND
LocAt. TAXES (All States Unit) 1 1002 (1974). Some reduction in the standard deduction
for the nonresident is thus required to reject that portion of the nonresident's federal
income that is taxable by the state.

180. See text accompanying notes 162-75 supra.
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he may claim. The measure is admittedly rough and no attempt is
made to draw fine lines between the specific deductions to which a
nonresident is or is not actually entitled. In light of their purposes
and effect, these deduction provisions are unobjectionable.

The same cannot be said, however, with respect to those provi-
sions that require the nonresident to prorate his standard deduction,
calculated on the basis of his income from all sources, according to
the ratio that his in-state income bears to his total income. These
operate no differently from the provisions discussed above until the
dollar amount of the nonresident's percentage standard deduction
reaches the statutory maximum; however, once the ceiling applies,
the nonresident is no longer treated on the same basis as the resident
in terms of income taxable by the state.""1 This hardly seems equita-
ble in light of the purpose of the standard deduction. If a percentage
of income taxable by the state is a fair measure of the resident's
standard deduction, why should it not also be a fair measure of the
nonresident's standard deduction? The analogy to personal exemp-
tions or itemized expenses, which arguably should be prorated, 182

is not compelling. In those instances the premise is that the exemp-
tion or deduction relates to all of a taxpayer's activities, only part of
which are carried on in the taxing state, and that proration is neces-
sary accurately to reflect in-state activity. By contrast, the standard
deduction is explicitly keyed to income whose source has already

181. The following example illustrates the point: Assume two states have a standard
deduction of 10 per cent or $1,000. whichever is less. State A allows the nonresident to
apply the percentage and maximum directly to income earned in the state; State B
requires the nonresident to calculate his deduction on the basis of his income from
all sources anc then take a proportionate deduction in the ratio of in-state income to
income from all sources. The impact of such provisions on the resident and nonresi-
dent taxpayer, whether the comparison is based on the nonresident's in-state income
(Resident #I) or on the nonresident's income from all sources (Resident #2). is dif-
ferent, as shown below:

Resident #1 Resident #2 Nonresident
Income from (a) $2500 (a) $5,000 (a) $5,000

all sources (b) 5,000 (b) 10,000 (b) 10.000
(c) 7.0 (c) 15.000 (c) 15.000
(d) 10,000 (d) 20,000 (d) 20,000

Instate income Irrelevant for Irrelevant for (a) 2,500
purpose of purpose of (b) 5.000
resident's stan- resident's stan- (c) 7,500
dard deduction dard deduction (d) 10,000

State A (a) 250 (a) 500 (a) 250
standard (b) 500 (b) 1,000 (b) 500
deduction (c) 750 (c) 1.000 (c) 750

(d) 1,000 (d) 1,000 (d) 1,000
State B (a) 250 (a) 500 (a) 250

standard (b) 500 (b) 1.000 (b) 500
deduction (c) 750 (c) 1.000 (c) 500

(d) 1,000 (d) 1.000 (d) 500
182. See text accompanying notes 155, 156, 159-61, 169-75 supr.
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been identified. For the state to insist that the nonresident further
reduce his standard deduction below the level represented by his
in-state income by calculating it as a proportionate share of his stan-
dard deduction based on his income from all sources is anomalous
and, perhaps, unconstitutional.ls8

C. Credits for Taxes Paid to Other States

With the single exception of Alaska, every state that imposes a
general income tax allows its residents a tax credit for taxes paid to
other states. 18' Less than half of these jurisdictions, however, allow
such a tax credit to nonresidents. 18 5 Furthermore, most of those states
that do allow the credit to nonresidents condition its grant on the
reciprocity of the nonresident's home state.18 ' These credit provisions
thus raise two questions relating to the equitable tax treatment of
nonresidents: whether it is justifiable to deny a credit to nonresidents
while granting one to residents and whether it is reasonable to con-
dition the nonresident's credit on the existence of reciprocal legisla-
tion in his home state.187

The case against the constitutionality of denying credits only to
nonresidents follows naturally from the preceding discussion. Because
the discrimination is self.evident, the issue is whether there is an "ade-
quate ground" for it.l8 8 While the Court's approval in Shaffer and
Travis of provisions limiting a nonresident's deductions to those
connected with income earned in the state might justify a propor-
tional restriction on a nonresident's tax credit, one can argue that it
provides no support for complete denial of the credit. Every state
but one taxes its residents on income from all sources;18 9 thus the
denial of a credit to nonresidents virtually guarantees that they will
be denied a credit for taxes paid to their state of residence but levied
in part upon income earned in the state of nonresidence. It therefore

183. See Toomer v. Witsell, 334 U.S. 385 (1948); Travis v. Yale & Towne Mfg. Co.,
252 U.S. 60 (1920).

184. CCH STATE TAX GLIDE (All States Unit) 15.000, at 1543 (chart) (1974), see. e.g.,
IDAHO CODE ANN. 1 63-3029 (Supp. 1973); ILL. REV. STAT. ch. 120, 1 6-601(3) (1973).

185. CCH STATE TAX GUIDE (All States Unit) 1 15-000, at 1543 (chart) (1974). See,
e.g., IND. ANN. STAT. J 6-3-3-3 (1972); MD. COD& ANN. arL 81, § 291(a) (1969).

186. CCH STATE TAX GuIDE (All States Unit) 15-000, at 1543 (chart) (1974). See,
e.g., N.M. STAT. ANN. I 72-15A-12 (Supp. 1973); VA. CODE ANN. J 58-151.015 (Supp.
1973).

187. See Culp, supra note 153, at 293-94. This is not to suggest that there are not
numerous other issues raised by the variety of conflicting credit provisions. See Note,
supra note 13. at 981-86; see also J. HiELLrsTN, supra note 11, at 620-21. The dis.
cusion here, hoe'er, is limited to the legality and fairness of the disparate treatment
of residents and nonresidents.

188. Travis v. Yale & Towne Mfg. Co.. 252 U.S. 60, 80 (1920).
189. See note 132 supra.
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cannot be suggested that such denial relates only to taxes that are not
"connected" with income arising from sources in the taxing state.
One can thus contend that Travis compels the conclusion that thishs
type of discrimination would seem to be without adequate founda-
tion . . . ,,,F " because it is "a general nile, operating to the disadvan-

tage of all non-residents... and favoring all residents." 19 1

The conclusion, however, is far from inescapable. First, to the
extent that the state of residence taxes extraterritorial income, it is
arguably imposing a "personal" tax that relates only to the taxpayer's
state of residence." 2 Since it is solely with respect to this "extra-
territorial" income, which is in-state income to the state of nonresi-
dence, that the nonresident has even a colorable claim to a credit,
one can assert with some justification that the state of nonresidence
is under no obligation to grant nonresidents a credit even though it
is granted to residents. More importantly, and beyond the technically
defensible arguments that may be offered on both sides of the ques-
tion, there are broader considerations that should be weighed in
evaluating the fairness of the denial of credits to nonresidents. Tax
credits, after all, are designed principally to relieve the taxpayer of
the burden of taxation of the same income by two sovereigns. To
examine the credit issue in terms of a single state's treatment of the
resident and nonresident may therefore be analytically myopic, how-
ever justifiable in terms of established constitutional criteria.

The critical question thus becomes whether the taxing state's
denial to a nonresident of a credit that is granted to a resident bur-
dens the former with double taxation while relieving the latter.
The answer depends on whether the nonresident's home state grants
him a credit for taxes paid to other states. If it does, the effect of the
failure of the state of nonresidence to offer a credit will, in principle,
be offset by the diminution of the nonresident's tax bill in his home
state.19 Since the allowance of credits for income paid to other states
by the state of the taxpayer's residence is nearly universal, the non-
resident, though denied a credit for taxes paid to his home state, will
nevertheless escape double taxation.'% As a practical matter, then,

190. Culp, supra note 153, at 294.
191. Travis v. Iale & Towne Mfg. Co., 252 US. 60, 81 (1920).
192. See text accompanying notes 65-68 supra; see also Fisher, supra note 68.
193. Because of the differences between state tax systems in terms of taxable income,

deductions, rates, and the like, and because of the statutory limitations on the amount
of the tax credit permitted under various provisions, the correspondence between one
state's tax and another states credit is often less than precise. See Note, supa note 13,
at 981-86.

194. The nonresident %hoe home state imposes no income tax would not confront
the double taxation problem in the first place.

I
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the widespread practice of granting credits to residents removes or
at least substantially reduces the burden potentially imposed by the
denial of tax credits to nonresidents.

One might assert, however, that the determination whether there
is an unconstitutional discrimination against nonresidents cannot rest
on so ephemeral a basis as the existing pattern of state legislation.
Yet, in light of the inconclusiveness of the constitutional dialogue on
the issue, 195 it is not unreasonable to refrain from condemning these
provisions in the absence of some indication that nonresidents are
in fact being prejudiced under them.19 6 While there are inequities
resulting from the "conflicting crediting devices and the wide varia-
tion in their scope,"197 they are not problems that grow out of explicit
differences in the treatment of residents and nonresidents in statu-
tory provisions. They are instead a function of a multiplicity of in-
dependent taxing jurisdictions whose statutes were not designed with
the plight of the multistate taxpayer as their principal concern. Such
problems can best be solved by greater uniformity in state legisla-
tion."9 8

VI. CONCLUSION

Two of the principal problems that legislators confront in con-
sidering tax legislation are how to raise sufficient revenue to meet the
community's needs and how to do so in a manner that corresponds
to the community's sense of fairness. These problems are often ex-
acerbated when they must be solved in the framework of a multistate
system where all taxpayers do not enjoy the same jurisdictional rela-
tionship to the taxing state. The initiative taken by Vermont and
several other states with respect to the taxation of a nonresident's
income at rates determined by income from all sources suggests that
many states have the rare opportunity to provide for additional reve-
nue in a manner that arguably makes the system fairer than it was
before. The considerations underlying the state's jurisdiction to tax
the income of residents and nonresidents also suggest relevant, but
not necessarily dispositive, criteria for determining the appropriate
treatment of nonresidents under provisions in state income tax
statutes relating to exemptions, deductions, and credits.

195. See text accompanying notes 188-92 supra; with respect to the justifiability of
conditioning the nonresident's credit on reciprocal legislation in his home state. com-
pare Bachrach v. Nelson. 349 I1. 579, 596, 182 N.E. 909, 915-16 (1932) with Clement
v. Stone, 195 Miss. 770. 13 S.2d 647, afid., 195 Miss. 774, 15 S2d 517 (1943). See also
Culp, jupra note 153, at 294; Starr, supra note 19, at 400-03.

196. See Consolidation Coal Co. v. Bailey, 467 F.2d 1124, 1126 (3d Cir. 1972).
197. J. -LLt. s-rmc.4, supra note 11, at 620; Note. supra note 15. at 981-86.
198. Note, sup'ta note 13, at 993-94.
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PREPARED STATEMENT OF Gov. WILLIAM A. O'NEILL

Mr. Chairman, Honorable members of the Finance Committee: I want to thank
the chairman, Senator Bentsen, for holding this hearing today, and for allowing me
to testify.

I am pleased to join my colleague, Governor Kean, in opposing a New York tax
that reaches across the borders of our states to tax Connecticut and New Jersey
families. Moreover, it is always a pleasure to be in the good company of my friends,
the fine Senators from Connecticut. Senator Dodd. Senator Lieberman. I appreciate
your remarks and your support here today.

Senator Bradley's bill, which has been co-sponsored by Senators Lautenberg, Dodd
and Lieberman, recognizes the regional problems that can occur when neighboring
states get involved in cross-border taxation and the inevitable consequence: unpro-
ductive tax disputes.

Connecticut residents this spring have been adversely and in my opinion-unfair-
ly affected by changes in New York State's income tax. Where New York had for-
merly taxed income earned by Connecticut residents working in New York, certain
changes appro',ed in 1987 extended the reach of the New York tax to account for
income not earned in that state. It is this extension which this bill would redress
through a moratorium and study.

I do not dispute the right of a state to tax the income of non-residents earned
within that state, even though Connecticut does not tax earned income. What I do
dispute is the right of a state to reach income earned out of state by non-residents,
or to use out-of-state income as a basis for increasing the tax rate at which in-state
income is taxed.

The issue of a state's ability to tax is one of fundamental fairness. Connecticut,
like every other state, uses its tax dollars to provide much needed services to its
residents, and for others. I strongly believe that taxes paid should have a rough re-
lationship to the use of state services.

During this period of time, when many states, including Connecticut, are strug-
gling to meet costs of providing programs and services to our citizens, it is especially
intolerable for residents of Connecticut to be asked to pay a disproportionate share
of taxes for New York's services.

I believe the issue here goes beyond dollars and cents. The issue here is one of
fairness and federalism. While New York points to that fact that-for the
moment-its tax changes have reduced the overall tax burden of everyone paying
its income tax, that discounts the fact that it may be attributed unfairly. And, the
tax is always subject to increase.

If this moratorium is approved, it is clear Connecticut and New Jersey residents
will be paying a smaller proportion for New York's services than they are today.

And, let me state for the record, I understand the attraction of taxing non-resi-
dents. It is politically appealing. However, we in Connecticut decided against a re-
taliatory commuter tax aimed at New York residents who work in our state. While
we said no this year, I can't guarantee that we will continue that stance in future
years if our problem with New York's tax is not redressed.

Governor Cuomo recently informed me that he will seek technical changes to his
state's law that imposed taxes on unearned income in our state, and possibly refund
to some taxpayers money they should not have paid under New York's complicated
law. I commend him for that action. It is a good first step towards resolving this
dispute.

Nevertheless, it is appropriate to stop this process of cross-border taxation before
it leads to a destructive relationship among states when regional cooperation is nec-
essary if we are to provide a full array of services to all our residents. Legislation
like New York's can only erode those relationships, and make cross-border tay wars
more likely.

As Coainecticut's Governor, I firmly believe our state has been responsible in rais-
ing from our citizens the taxes it takes to provide services for Connecticut's resi-
dents, as well as maintaining our transportation network for others who seek to
visit or work in our state. Retaliatory taxes such as the ones considered by our Gen-
eral Assembly are really designed for retribution, not as revenue measures. Thiat is
not something I would like to see, but we are all human and we all can get frustrat-
ed.

No state should be subject to incursions from other states against citizens whose
hard earned tax dollars should fund services in their own state.

In conclusion, I would like to make clear that, as a Governor, I usually would not
request the Congress of the United States to intervene in matters of state taxation.
However, in this case, Congressional action provides the only effective recourse for a
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just resolution of a dispute between states. I urge your committee to take favorable
action on measures that will aid the taxpayers in my state.

Thank you.

PREPARED STATEMENT OF JOSEPH C. SMALL

My name is Joseph C. Small and I am counsel to the Newark, New Jersey law
firm of McCarter & English. For more than ten years, I have devoted my time
almost exclusively to the field of state taxation.

I am pleased to testify in support of S. 800, an innovative approach to resolving
an immediate, recurring and increasingly important problem in Federalism:

HOW SHOULD STATES TAX THE INCOME OF INDIVIDUALS WHO LIVE IN ONE STATE AND
WORK IN ANOTHER?

There are any number of possible constitutional solutions which involve various
formulae for calculating the income to be taxed, the tax rates at which that income
will be taxed, and the credits (if any) to be allowed by one state for taxes paid to the
other state.

The problem is determining which of the many constitutional alternatives is most
fair both to the involved taxing authorities and taxed citizens. As New York's
recent legislative changes indicate, the unilateral selection of one possibly constitu-
tional alternative can have substantial adverse consequences on non-resident indi-
viduals without their having had an opportunity to make their views known to a
legislature elected without their votes. The reaction to such an action--cries of "tax-
ation without representation" and calls for retaliatory taxes-increases the volume
of discussion without enhancing the substance of that dialogue. S. 800 attempts to
give the governors and state legislatures some time and space to think and to
breathe by creating a moratorium on such unilateral tax regimes and also attempts
to shed light on the problem through the deliberations of a blue ribbon presidential
commission.

I approach this problem from a unique perspective. If you'll permit me to digress
a bit, I'd like to share that background with you, for I think it may help you to
focus some of your questions and give some credibility to my support for this bill.

I was born in New York City and lived there for 28 years before moving to New
Jersey 18 years ago. I have lived and worked (and to the extent it is not work, prac-
ticed law) in both states, commuted in both directions, and filed resident and non-
resident state income tax returns in both states. For four years, from 1977 through
1981, I spent a good part of my time as a New Jersey Deputy Attorney General de-
fending the constitutionality of New Jersey's Emergency Transportation Tax,' (ulti-
mately declared unconstitutional) Several years later (1983 through 1988) as Counsel
to the New Jersey Division of Taxation, I helped negotiate and implement a first in
the nation bi-ctate sales tax agreement between New York and New Jersey.

My efforts irt defending the Emergency Transportation Tax helped assure a sub-
stantial transfer of tax revenue from New York to New Jersey. My efforts directed at
implementing the New York/New Jersey Sales Tax Agreement resulted in in-
creased revenue for both states. Though the earlier effort might have been more sat-
isfying from a gladiator's point of view, the latter was clearly more rewarding for a
public servant interested in good government, good tax policy, good intergovernmen-
tal relations and creating the appropriate incentives for citizens to pay fair taxes,
fairly and everheartedly administered and fairly apportioned between the states.

S. 800 gives the actors involved the opportunity to cooperate and reach an enlight-
ened consensus. The absence of S. 800, similar legislation, or a voluntary commit-
ment by the states to establish such a commission, will return us to the state of
nature we are currently in where one state may win and one may lose. The decision
will be made by a judge, based on constitutional grounds, with little concern given
to the impact of political considerations essential to achieving a consensus on the
appropriate solution. S. 800 gives us an opportunity for the political process to work
in what is clearly a political arena. Precisely where the balance of tax bases, tax
rates, and tax credits lies is not a Fmatter for judicial, or I submit congressional de-

' A tax imposed by New Jersey on New York residents working in New Jersey at New York's
tax rate. During that period, New Jersey imposed at first no tax and then a much lower tax on
its residents. Because of the crediting provision of the New York statute, the New York resi-
dents paid no more tax than they would have paid, but the combined effect of the two statutes
resulted in New Jersey's collecting a far greater portion of their total income taxes than did
New York.
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termination, it is a matter for the states to work out. S. 800 provides the necessary
incentives and structure to start on that course.

I. HOW NEW YORK AND NEW JERSEY WERE TAXING COMMUTERS.

Prior to New York's recent legislation, New York and New Jersey had a similar
pattern for taxing the residents of one state who worked in the other All income of
a resident was taxed in the state in which he lived at progressive rates. The state in
which the individual worked, but did not live, taxed the resident's income derived
from sources within that state. No consideration was given to income of that indi-
vidual or his spouse, if it was earned in a state other than the state in which he
worked. Additionally, the resident's state permitted a credit for the tax paid to the
state in which the individual worked. The net effect of these tax bases, rates and
credits was as follows:

1. An individual paid tax on his earnings to the state in which he worked at the
rates of the state in which he worked based solely on what he earned in that state.

2. Tax on all other earnings was paid to the state in which the individual lived
based on all of his earnings with a credit given for the taxes paid to the state in
which he worked for the taxes on his wages paid to that state.

If the work state's tax rates were higher than the resident state's tax rates, then
no tax was paid on the earned income to the resident state. If, on the other hand,
the resident state's tax rates were higher than the work state's tax rates, then after
paying tax to the work state on his wages, the individual would pay the difference
in the two tax rates on his wages to his residence state.

1i. WHAT NEW YORK'S NEW LEGISLATION DID

Ignoring for purposes of our discussion the special 1988 2% surcharge on un-
earned income of high income individuals and other smaller technical matters
(which just last week Governor Cuomo of New York requested the New York legis-
lature to repeal) New York's new system of taxation adopts the so-called California
method of taxing non-residents. This method is employed by California and a dozen
other states. Under this method of taxation, the tax rate imposed by the state of
nonresidence is based on the worker's entire income. Thus, two New Jersey resi-
dents working in New York with identical wages will pay different taxes to the
State of New York as a consequence of income derived from such non-New York
sources as a spouse's wages earned in Connecticut or dividends and interest on non-
New York investments.

The theoretical basis for New York's enactment of such a taxing regime is that
the individual with income outside of New York has a greater ability to pay taxes
and, thus, should pay taxes at the higher progressive rates attributable to that addi-
tional income. The theoretical argument opposing such a regime is that the two in-
dividuals who do not live in New York and earn identical wages there derive identi-
cal services from the state of non-residence and should, accordingly, pay identical
tax.

It is not a function of your deliberations today to decide which of these two philo-
sophical theories is correct. Rather. it is your opportunity to provide a forum to dis-
cuss these two philosophical theories and, hopefully, to arrive at a theory of tax-
ation which is acceptable to all of the affected states.

[It. WHAT IS THE PROBLEM? WHAT ARE THE ISSUES?

The key question facing all of the lawmakers is the one initially stated. What is
the fair uay of taxing individuals who live in one state and work in another? But
the key issue faced by this panel is, how is the answer to that question to be deter-
mined? The consensus of those responsible for submitting S. 800 is that that decision
may not, cannot, and should not be made by one state acting on its own, or by a
Judge deciding whether what one individual state has chosen to do meets or fails
constitutional tests. The issue is how best to arrive at that solution and I think the
best way to do that is to provide a mechanism for the consultation of the represent-
atives of the affected states and their residents to deliberate and to come up with a
proposed solution and to submit that solution to the separate legislatures of the af-
fected states with the hope that they will be adopted.

IV. WHAT IS THE RANGE OF SOLUTIONS?

The possible resolution of the question of determining how states should tax the
income of individuals who live in one state and work in another is broad:
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A. There could be a Federal statute prescribing a method, or proscribing cer-
tain methods. For example, a bill introduced by Representative Frenzel, cur-
rently pending in the House Ways and Means Committee, would provide the
method for state tax allocation of corporate income between states.

B. There can be unilateral state action which is best evidenced by New York's
recent legislative enactment.

C. There can be litigation, but, in general, this litigation can only test the
constitutional limits of the unilateral state action on an up or down basis. The
litigation cannot provide for a compromise between the many constitutionally
permissible resolutions.

D. There can be cooperative state action. Perhaps the best example of this is
the agreement reached almost thirty years ago by then Governors Richard
Hughes of New Jersey and Nelson Rockefeller of New York. The agreement
they reached resulted in the enactment of New Jersey's former Emergency
Transportation Tax. In those days the Governors had significantly more control
over their legislators and easily won enactment of the necessary legislation. The
beauty of that agreement unraveled fifteen years later when revenues involved
had substantially increased, New York no longer abided by it, and New Jersey
was not politically able to voluntarily give up the revenues. The final conse-
quence was seven years of litigation, in which I played a small part, and the
ultimate declaration of the unconstitutionality of the Emergency Transporta-
tion Tax, despite the fact that the Governors and legislators in both states had
agreed to the scheme twenty years before that determination. Times change-
the laws change-and there is a need for continuing, and not just a one-time,
consultation.

V. WHAT HAPPENS IF THE CURRENT PROBLEM IS NOT SOLVED?

We have before us just a few of the examples of % hat happens:
A. One state sues another; citizens of one state sue the other; Court time is

wasted; lawyers are kept busy; but the problem is not solved.
B. Legislators introduce all kinds of retaliatory legislation. For example,

there are pending in the New Jersey legislature bills to (1) replicate New York's
California plan, (2) replicate the plan with modifications, and (3) reintroduce the
previously declared unconstitutional Emergency Transportation Tax with modi-
fications that its sponsors believe overcome its constitutional defects, etc. But
the problem is not solved.

The net effect of this makes for active reporting in newspapers. My file on this
issue dating only from February of this year, and resulting from reading only select-
ed newspapers, is already more than one-half inch thick. But the problem does not
get solved by the unilateral action of one state in an interdependent region.

VI. WHAT S. 800 DOES AND DOES NOT DO

I suggested to you before that there are a range of possible solutions to the ques-
tion posed at the beginning of this statement: Hou, should states tax the income of
individuals who live in one state and work in another?

S. 800 does not:
A. impose a national formula;
B. impose a regional formula;
C. impose any formula.

What S. 800 does is:
A. Provide for a cease-fire or a moratorium proscribing New York's new

method and any method which might be adopted in retaliation for that method.
B. Provide a mechanism to arrive at a solution through both intellectual and

political deliberation by creating a commission selected through consultation
with the Governors and the Senators of the affected states and the President of
the United States;

C. Provide that whatever solution is agreed upon by the Commission must
then be adopted by each of the affected states prior to its implementation; and,
finally,

D. Assuming the commission cannot agree, or that each state does not agree
to adopt the commission's recommendations, return the states to where they
started, namely, where we are today-with each state's rights to act independ-
ently subject only to constitutional restraints, as imposed by the courts.
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We should not be unmindful, of course, what S. 800 does immediately do is cause
a small revenue loss to the State of New York.

VII. ADDITIONAL QUESTIONS

A. Why does the legislation target just New York as opposed to all states?
Because New York is where the problem is. Although the so-called California

method exists in other regions of the country, nowhere has the outcry against this
tax scheme been as great as in the New York City metropolitan area. Other citizens
in other areas of the country may not feel as aggrieved as do the non-New York
residents working in New York. If appropriate, they, too, can come forward with
similar legislation for their regions.
B. Does the methodology of S. 800 result in the adoption of a national model while

excluding the participation of those from other states who might be affected?
Because this is the first legislation of its type, one could easily answer the above

question, yes. But, just because it is the first does not mean it should serve as an
exclusive model for national adoption. The New York metropolitan area is unique
with more interstate commuters moving in both directions than any other region of
the nation. The interdependence of the three major states which make up this
region is also greater and, accordingly, it may be necessary to have unique and spe-
cial provisions in any agreement reached by these three states.
C. What are the possible conclusions of the Commission?

Without attempting to restrict the Commission but, on the other hand, suggesting
some alternative, here are a few of its possible conclusions:

1. Return to the system in effect just before New York's most recent change.
2. Adopt a system, like New York's system, where each state uses the so-

called California method.
3. Have a modified system, which involves a compromise between the two.
4. Take a portion of the tax paid by individuals who live in one state and

work in another and put it in a special fund which is used for special interstate
purposes. One such purpose might be transportation, as was the attempt of the
failed Emergency Transportation Tax.

D. What is the downside to S. 800?
I think the only downside to S. 800 is the revenue loss to New York and I think

what that revenue loss does is provide a substantial incentive for the Commission to
adopt a viable solution.
E. What is the upside to-S. 800?

I think the upside is a genuine solution perceived as fair by all and arrived at-
and this is most important -arrived at by deliberations of individuals who will
carry the cil-u's of all those affected by this scheme.

I have gon? on far too long and welcome whatever questions you might have, al-
though, admittedly, I have tried to anticipate and answer most of them in this state-
ment. Despite the length of this statement, I have not covered much of what I think
is important to the Committee's and its staff's full understanding of what is in-
volved and I would simply cite you to three recent articles which I wrote describing
the history of the New York/New Jersey tax wars, a more detailed description of
the way New York's new system works, and some of my opinions on how and why
the matter should be resolved and why it must be resolved.
"N.J./N.Y. Tax Wars Have a History," New Jerse) Lau, Journal, March 9, 1989,

page 6;
"New York Changes Method of Taxing Non-Resident," New Jersey State Bar Asso-

ciation. Taxation Section. Newsletter. May, 1989, page 4;
"N.Y.'s New Non-Resident Tax a Step Backward," Crane's Neu York Business,

April 10, 1989, page 10.
Useful Reports of earlier attempts to resolve similar problems can be found as fol-

lows:
"Report of the Staff and Consultants to Connecticut and New Jersey on Non-Resi-

dent Taxation by New York," December 21, 1959;
State of New Jersey Commission on Out-of-State Taxation of New Jersey Residents,

"A Report on Proposals Relating to the New York State Income Tax," Decem-
ber 23, 1959.
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Gubernatorial politics must not interfere with
resolving this important issue. If filing suit will
assist in bringing New York to the negotiating
table, then we should by all means file suit But
we should not abdicate to the courts the
responsibility to make what is essentially a
difficult political decision.
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New York Change. Method
Of Taking Non-Residents

bv JQOseh C. 8uaU

Seu., Jersei4 -asidents .th
.Vew York earntiqs ;ace a
dilemma. Pni4 'tqher taxes

to Vew York or 'Ile a remuLrn r'cori-
sitent with Neu, York Lis mcmfans

Prior to 988, determriuing 'he
amount of New York s personal in -
come tax on non-residents in-
volved the simple calculation ot a
tax on New York source :ncome
SLe ',ages. or earungs from an
unincor porated New York busi-
nessl as though the non-residents
lived in New York and had no
other income For 1988 and later
ears a more complicated calcula-
t:on considers non-New York in.
come in computing the tax The
net result -,all be a higher tax be-
cause New Yorks higher grad-
uated rates *ill be applied in
situations to which they did not
apply before

Illustrating the two methods of
calculations

Facts
New York Wages
Spouses NJ Wajes
Divtdends & Interest
Total Income

,.Md .'ei, y,,rk %feeihxi

$50 000
140 (X)
S10000

Calculate tAx as J a resident -ith
nl, $50 X%) income

reu. 'Vet Yorc 'fetDd
- Calc-ulate tax as .I a resident with

$100 000 .ncome
2 MuJpiv tax n i i bv a tracuon
New ,orx ;c_ome 150 000C
"taii:ncome S1i00 COO

Note that Necause ol progressive tax
-ates nall the 'ax on S 100 OW0is
,4ieater than lie 'ax on $50 000

In idpting he new method
New York oins a dozen other

states and although 'he new
method smacks of unjaimess
this author has discovered no
reported case finding it consutu-
uionailv imperrm.ssible See. most
notably Wheeier L. State 127 Vt
361. 249 A 2d S87 appeal difs-
missed 396 U S 4 11969). In fact
an old U S Supreme Court
decision upheld the almost iden-
UcaJ way by which New Jersey cal-
culates its transfer tnher.tance
tax on the estates of non-resident
decedents .Maxived Bugbee.
250 U S. 525 i19191.

The new method of tax calcula
'ion has already stimulated at
:east one suit. Hardwick er aL. c
CuomoetaL. US DC NJ tied
March 8. 1989. and several bWs
in the New Jersey legislature and
Congress The ultimate outcome
ot all this activity is unknown. but
Ln the short run it has created a
lot of noise, and certain dilerrmmas
for tax practitioners

Individuals lying in New Jersey
and working in New York must
decide how to file thetr 1988 tax
returns If. for example. they take
,Ie position of the plaintiffs in
Hardwick L' Cuorro that the new
method is not perrutted. it Is very
'ikely that the New York Tax
Department sil assess the addi-
rional tax due under the
prescribed method of calculating
the tax. plus penalties and inter-
est. If. on the other hand. they fol-
:ow New York s statute as written
and the plaintiffs ultimately
prevail, there may be no retroac-
tive relief for taxes already paid.
5ee Salonro v Glaser 93 N J 4-47
11983) but see American Thriking
Assoctrt L Kline flax Court of
New Jersey unreported Septem-
ber 8. 1988) A decision must be
made. based in part on the dollars
involvedd That amount will not be
,ubstanital for most but nor ail.
Taxpayers

A similar Ailemma ,s taceo by
those '.oth incomes over

New Jersey State Bar Asscciation

1100000 New Yorks new .aw
-mpos.s a 2't surtax on the ur.-
earned income )t those high in-
come individuas in 1988 The is-
sues are similar to those as-
sociated with the basic tax cal-
culation. But the likelihood of its
passing constitutional muster is
less than that o1 the basic tax caJ-
culation.

Because of New York s changed
method of computing lts tax. there
is some confusion as to howto cal-
culate the New Jersey resident
credit for taxes paid to another
;urcdlction. As a general ru!e.
hat credit is listed by a fraction

of.

xcornm, subject m 'ax i 'fibo

New ''or and %ew P"esv
,rcome surt;ee to 'La in New #erseev

multipled by the New Jersey 'ax
!lablity Under New York s oid
rnethod of caculation the above
example would calculate the trac-
tion as,

;00 000 2

and reduce New Jersey Gross in-
come Tax ability by 50% The
New Jersey Division of Taxation
has issued supplemental instruc.
lions which lead to the same
result March 6. 1989) If. how-
ever. the plaintiffs in Hardwick ,
Cuomo are correct in their asser-
don that New York is now expand -
ing its tax base, rather than simp-
:y changing its method of comput-
ing taxes. %hen a possible inter-
pretation of the New Jersey credit
provision would provide a Jil-
ferent result. That result in 'he
above example would result in the
fraction.

5iQ 000

The Lkelihood of being sustained
on taking this ful credit is v,-tual-
lv fl because it would require a
court to find that New York is im-
posing a tax )n all 31 a non.
resident s income 1Thnat would
certainly not pass consutut:onaJ
tnuster

Material for a new tax war be-
rween New York and New Jersey is
creating uncertant-v for lie tax-
paver, and their advisors in the
'horn run the New Jersey ,ax
paver, appear to be the losers and
,he New York State Treasur 'he
%inner in the long rin continued
ight ,l business trom %e'- 'trK

t,' New jersev and retaiiatoir
measures by New ;erse ma
-urn the ,ahlvs a

ift th nrmnt r c irr" vL'
,' t "rl 0I %I ' L , t

,1 %,u' (rk

"Fax section Newsletter -may 98T
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N.Y.'s new non-resident tax
a step backward

BY JOSEPH C, ISiAI.
ew Yo'k's new qystwn of
taIg non.rien corn-
muttfls both urdw and

sl rtagied. and is likely to dam-
age New York's economy in the
lone run

Until this year, commuters paid
New York state ILncome tax Only
on that portion of their icoI
earned un New York Now, in an
attempt to rl@ revenue and close
a 12 biion budget detrcit. New
York swil ba iU tx rt on the
entire Income of a nor.inredent
commuter, whether or not it wu
earned in te Emp State

Interest and dividend inoe,
as weEi as the income of a spouse
working outrde of New York, wl
be subject to Albany'l xatio In
addition, out.ofsate coffOtrn
nth a PW inone of more tha

$100.000 roU havt to pa New
York a 2i surtax On th r Un-
earned income, no matter where it
oripnsrted.

Lawyers and politicians ar de-
batmIg whether New York's new
method of calculatng the tax is
constitutional It is not a tom-
pletly novel schee-but rasn-
able pple can and do differ, ad
the US Supreme Court could
easily cotn. down on either side

~Em mum-
in$ the lgh
coutt deter-
mines4 the "ewtax compute-
Utn to be con-
statutional, m-
ac"I it Wu
W =54 It is

to oof.111I.l

but is &W kely to dhve jobs
out of New York.

t term the tax earns
New York n itimted 30 mnu-

an pe yr. t this shat-em
gMa mua be balanced agait the

cogw-m IM of WW. For thou-
wus of WnAdl tha WI be

the stew "thrt i th and
their. "la*out of New York
4 ruburban havens La New Jsity
and C etcut With the jobs
wiL' o icome tax, aes tax and
)obs in servce industrie

New Yort'. h-tax urap has
been rmdorced, and the posuve

publicity je- rsud by its e. t
tax cuts has bee aquudered The
new mthod of c acuattrig com-
mters, Income elminatue much
of th benefit non-ruidents
derved frm the tax cuts It has
Turked a contr very between

ew York and tu neighbor to the
beneft of other rVpAi actively
$@*WnA to attract biness from
teproperous Northeu

entire metropoltan arta
ruffers when am state e ,acu a

hal pace of leplation
action in ken in ane statt

that stect the rsdents of
otAe the officials of the newgh-
boani rtau, must be consulted
The bicka- between rmton
and Albany wWf ony be cheerd
-d it's cbwed at I"-r othe
reom of the country

I that GaV Cuomo
center with Oo"e Keen and
0'Ne1o w ad a to devn a
fairer Meihod ttinl iantat
commute and of apportioning
thove tax r venIu to benefit re-

om "Weo m The intent. of
oew York, as wel u tho of New

Jerwy and Cowctcut, demand
nothing les

Up Sme W w oeusi to t
Nree* 4aW firm of NWCeu

Crain's New York Business
April 10, 1989

EXCTV
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PREPARED STATEMENT OF JAMES W. WETZLER

Mr. Chairman, members of the Committee, thank you for the opportunity to testi-
fy here today. It's a pleasure to be back at the Finance Committee after almost five
years' absence.

Like other states, New York taxes nonresidents on income from New York
sources-earnings, business income, gain from tangible property located in New
York, and so forth. What is at issue is the rate at which we tax that income in our
system of progressive tax rates. We believe that the tax rate ought to be based on
the taxpayer's total income. This is called the "California method." Our critics be-
lieve that the rate should be based solely on New York source income. We do not
tax nonresidents on income from non-New York sources.

I would like to address five issues that are relevant to the analysis of S. 800,
which would prohibit New York from using the "California method" of taxing non-
residents for three years:

(1) The history and substance of New York's Tax Reform and Reduction Act of
1987;

(2) The equity and history of the California method;
(3) Our constitutional, legal, and practical objections to the proposal before you;
(4) The atmosphere of misinformation and emotionalism which has clouded discus-

sion of the actual issues between New York and its neighboring states; and
(5) Finally, the proper methods of resolving the current interstate dispute.
We believe that there is no problem here that requires congressional action and

that, if there were a problem, this bill would be a poor solution to it.

NEW YORK'S TAX REFORM AND REDUCTION PROGRAM

Almost all public discussion of New York's method of taxing nonresidents has oc-
curred out of context. A single component of a major tax reform and reduction pack-
age has been isolated, analyzed, and condemned without any reference whatsoever
to the package as a whole. The review has been so myopic that New York has been
pilloried for tax changes that, taken together, give nonresidents a tax cut of $100
million in 1987, $101 million in 1988, and $181 million in 198.

New York's Tax Reform and Reduction Act of 1987 contained a complete overhaul
of New York's personal income tax law and provided the largest tax cuts in State
-history. The Act spread implementation dates and tax cuts over five years. The net
result was an income tax vastly simpler, fairer, and lower some $4 billion lower by
1991.

Under our tax reform and reduction program, the top individu.- in"'me tax rate
is scheduled to decline from 9 percent on earned income and i Z p., -,.,it on un-
earned income all the way to 7 percent. In 1989, the third year of the five-year pro-
gram, the top rate is 7.875 percent. There is also a substantial increase in our stand-
ard deduction-to $13,001) for married couples by 1991.

In shaping reform in New York State, we followed the Federal lead, pioneered so
dynamically by Senator Bill Bradley and the other members of this committee. We
broadened the tax base, lowered the tax rates and stripped away a number of cred-
its, deductions, and special provisions that had attached themselves to the tax code
over the preceding decades like barnacles on the hull of a ship

BENEFITS TO NONRESIDENTS FROM TrAX REFORM

Certain features of' our new tax law were particularly beneficial to nonresidents.
First of all, in 1987, New York's new tax code introduced income splitting. Prior

to 1987, New York taxed married couples separately, which required a complex tax
form.-Now, like the federal income tax, we allow couples to file joint returns; but,
unlike the Federal government, the joint return tax rate brackets are twice as wide
as the single return rate brackets. Such income splitting is very beneficial to mar-
ried nonresidents where only one spouse works in New York. We tax only the New
York source income, but the couple gets the full benefit of the joint return rate
schedule.

Second, New York conformed to the Federal base broadening reforms, such as
taxation of all capital gains, elimination of tax shelters and limitation of IRAs. Part
of our tax reduction was designed to offset the windfall that would have come to
New York from the broader tax base. Because most base broadening changes in-
volved unearned income, nonresidents got the full benefit of the tax rate cuts with-
out feeling much, if any, of the sting of the base broadening.
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CALIFORNIA METHOD

One reason New York adopted the California method of taxing nonresidents was
that otherwise they would have received a disproportionate share of New York's tax
cuts. In 1987, for example, when the first installment of the rate cuts and income
splitting took effect, but before the California method took effect, nonresidents saw
their taxes drop by $100 million or nine percent, while residents were seeing a
much more modest two-percent cut. The combined effect of our tax reduction and
reform package for 1988 and future years gives nonresidents an aggregate tax cut
that is fully Proportional to that given to residents.

A second reason for the adoption of the California method is that equity and New
York's progressive, "ability to pay" tax philosophy argued for doing away with arti-
ficially treating nonresidents as poor or low income individuals for tax purposes
merely because they earn on!y a part of their income in New York State. If a
person receives $10,000 of income in New York and $90,000 elsewhere, should the
rate at which we tax the New York source income be based on the taxpayer's New
York income, which gives the appearance of poverty, or his or her whole income,
which indicates riches? Should a partner in a big eight accounting firm or a major
law Firm be taxed at the same rate as a low income or working class individual
simply because he or she earns only ten percent of their income in New York? Our
progressive, lower rates were intended to shield the poor and lower income families,
not to give tax breaks to the well-to-do.

The way New York's version of the "California method" works is this:
Nonresidents first compute their tax as if they are residents. They receive the full

value of all the tax reform and tax cut benefits provided to New York residents,
including the greatly enhanced standard deduction, dependent exemptions, lower
top tax rates, income splitting, and applicable credits. Then nonresidents utilize the
income limitation percentage-the ratio of Federal adjusted gross income from New
York sources to total Federal adjusted gross income-to properly allocate to New
York the appropriate amount of tax to be paid. Unfortunately, much media and po-
litical commentary on our approach has focused only on the first step, where tax is
computed based on total income, and ignored the second step, where tax is appor-
tioned to New York based on the share of New York income as a percentage of the
total. This has given nonresidents the erroneous impression that we are trying to
tax out-of-state income.

The effect of our two-step procedure is that we apply the progressive tax rate
schedule to the taxpayer's total income and apportion the resultant tax to New
York, instead of apportioning income to New York first and applying progressive
rates to the smaller amount of income. With flat tax rates, it would make no differ-
ence; but with progressive tax rates, the California method causes the rate at which
the taxpayer's New York source income is taxed to be based on his or her total
income We believe that is a fair result.

It should be noted that 15 out of the 45 states which have an income tax use this
method of calculating the tax on nonresidents. It has been upheld in the Federal
appeals court. From the largest state, California, to the smallest state, Rhode Island,
this method has been adopted without threats and recriminations or Federal inter-
vention. The Federal income tax uses this method of apportioning income between
U.S. and foreign sources for purposes of determining the foreign tax credit.

In addition, this method of taxation has a long history. In fact, New Jersey's in-
heritance tax uses this approach to tax nonresident estates on their New Jersey
assets. Indeed, an important court case upholding the California method of appor-
tionment is Maxwell v. Bugbee, (250 U.S. 525), when the U.S. Supreme Court upheld
New Jersey's progressive inheritance tax.

The use of the California method to compute state income tax has also been tested
in the courts and has survived court challenges. The key cases are Wheeler v. Ver-
mont, 249 A. 2d 887 (Vt. 1969) and United States v. State of Kansas, 810 F.2d 935
(10th Cir. 1987 . The U.S. Supreme Court has declined to review these decisions.

As with any massive tax overhaul, there are some technical problems with the
changes we enacted in 1987. Governor Mario M. Cuomo has stated that he will rec-
ommend changes to our new law when it-is inequitable or is having unintended im-
pacts. He has recently written to the Governors of New Jersey and Connecticut indi-
cating that he will propose legislation that will address several technical problems
with our new metl:d of taxing nonresidents, and we have briefed New Jersey and
Connecticut officials on that legislation.

In sum, the current situation is that New York, as part of' tax reform and reduc-
tion, has adopted a tried and true method of taxation which is used by 1.1 other
states, has been upheld in state and Federal courts, has simplified and enhanced the
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equity of New York's tax system, and which in 1989 results in a $181 million tax cut
(16 percent) for nonresidents. Despite these facts, we have been subjected to continu-
ous criticism from the press and elected officials in New Jersey and Connecticut.

PROBLEMS WITH S. 800

Be that as it may, you are stuck with evaluating the desirability of a solution to a
problem which does not exist. If, as the White Queen told Alice, you can believe
impossible things if you practice hard enough, let us assume there is a problem. The
measure before you is a curious solution.

First of all, it singles out New York, and says we alone, out of 15 states, will not
be allowed to use this method of taxation. How this squares with the Constitutional
equality of the states in the Union is hard to fathom. Vermont will not have to stop
using this method of taxing nonresidents from New York. The thousands of New
Yorkers who earn income in California will continue to be required to use this
method. Connecticut residents who work in neighboring Rhode Island will still be
taxed under this method. Only New York must forego this method of taxation.

Second, the bill singles out one part of an integrated package of tax reduction and
reform. Senator Bradley has led the nation in support of the linkage between these
two goals. Do we really want to establish the precedent that it is appropriate to
accept the tax cuts and then roll back the reform?

The implementation date of the proposal before you is January 1, 1988. The tax
cuts for 1988 have already been granted, and taxes have been paid. Most commuters
saw decreases in their tax bills. Is New York now to be required to issue hundreds
of thousands of tax refunds and tax bills for 1988? In certain circumstances, typical-
ly where a nonresident has income in New York and losses elsewhere, the Califor-
nia method produces a tax cut. This bill would require us to impose a retroactive
tax increase in these cases.

We acknowledge that the Federal Government has the authority to limit state
taxing powers in certain situations. However, we believe that this authority should
be used sparingly and limited to cases where state taxes threaten to interfere with
interstate commerce or where the combined burden of several states' taxes on a par-
ticular taxpayer get too onerous. This clearly is not one of thosp situations. I am
fearful that, if the Finance Committee acts on this bill, it could become a vehicle for
other proposals to limit states' taxing authority. We believe 'ongress should be
moving in the other direction, as in our vigorous support for legislation regarding
state taxation of mail order sales.

MISINFORMATION ABOUT NEW YORK'S TAX ON NONRESIDENTS

I have been involved in tax policy for a long time, but only rare' have I seen so
much concentrated misinformation. This controversy got carted after the Bergen
Record printed on its front page examples of tax increases under New York's new
tax law for hypothetical taxpayers. These calculations contained major errors, gross-
ly exaggerated the tax increase cause by the California method, and neglected en-
tirely the fact that each of the Record's hypothetical taxpayers gets a tax cut when
both reduction and reform are considered. They printed a correction months later.

We have been charged with attempting to balance our budget and solve our reve-
nue problems at the expense of commuters. Any attempt to link New York's new
method of taxing nonresidents to our recent budget situation is demonstrably false.
The Tax Reform and Reduction Act, of which this method is part, was signed into
law April 20, 1987, a year when New York was experiencing a large budget surplus.
Under the Act, the effective date of the "California method" implementation was
deferred for one year, not to conceal it, but out of concern that nonresidents and tax
practitioners have adequate time to plan for the change. At the time of the Act's
adoption, a third of the 1987 tax year was already over.

We have been charged with raising taxes on nonresidents when it is clear that
the net effect of the Tax Reform and Reduction Act of 1987 is a sizeable tax cut for
nonresidents, one fully proportional to the tax cut for residents.

CONCLUSION

The proper way for this dispute to be resolved is for all those concerned to seek
the truth and communicate it to taxpayers. I urge you to take part in that educa-
tion process. If truth and an attempt to broadcast the facts is not enough to end this
dispute, let the proper, nonpolitical arbitration of the courts decide the issues.

We welcome the review of the courts; we will abide by the courts' decision; and we
prefer to challenge any misconceived "retaliatory" measure, in the courts, not in the
U.S. Congress.
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Finally, let me conclude by emphasizing that no presidential commission or Con-
gress or court can remove certain fundamental differences in the taxing philoso-
phies of New York and New Jersey. For centuries, people have debated whether tax
burdens should be based on ability to pay or on the benefits a taxpayer receives
from government spending. Most tax systems embody elements of both philosophies.

The whole purpose of the "California method" is to take a snapshot of someone's
"ability to pay." New York's tax system is based on an "ability to pay" theory to a
greater extent than New Jersey's. As part of our 1987 tax reform, we set one goal of
making sure no one under the Federal poverty level would pay New York taxes.
Some 800,000 low income families, residents and nonresident, have been dropped off
the tax rolls. New Jersey, in Contrast, leans more towards the "benefit" theory.
Hence, New Jersey has a less progressive tax structure. This difference in tax phi-
losophies between the two states underlies this dispute, and we are unlikely to re-
solve today a debate that has gone on for many years. Suffice it to say that we be-
lieve in our progressive tax system and our reliance on the "ability to pay" theory.
That is why we believe the "California method" is fairer.

That is also why we do not discourage New Jersey from adopting in a constitu-
tional manner the measure before its legislature which would implement the "Cali-
fornia method" for the New Jersey income tax. New Jersey legislators are calling
their current proposals "retaliation" and "playing hard ball." We think they should
adopt the "California method" for the simple reason that it is right and just. It
would be unfortunate if the correct action were taken out of spite rather than
wisdom, but we would have no objections to this measure and it would make our
two tax systems more similar.

The other so-called retaliatory measure before the New Jersey Assembly, the
Emergency Transportation Tax, is a different matter. It has already once been de-
clared unconstitutional by New Jersey's highest court in the case of Salorio V
Glaser. However, we are not asking Congress to restrict New Jersey's taxing author-
ity. We will take our chances in the courts. We were heartened to see that a major
sponsor of such retaliatory legislation has announced that he will not be pursuing
it.

In closing, while we urge you not to support S. 800, the interested members of the
House and Senate could play a very important positive role in having reason re-
place passion, substance replace rhetoric. New York, New Jersey and Connecticut
cooperate very productively administering their respective tax laws. We have pio-
neered agreements for joint administration of sales and use taxes and exchanges of
information. We will all serve the citizens of the tri-state region most effectively by
getting beyond the current dispute over the California method and back towards en-
hancing our mutual cooperation.
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STATEMENT OF ROBERT P. CASEY, GOVERNOR OF PENNSYIVANIA-

Thank you for the opportunity to present this written testimony on New York
state's new commuter tax law and its adverse impact on the 29,000 Pennsylvanians
who live in the northern tier of the state but who work in New York. As Chief Jus-
tice John Marshall warned one-hundred seventy years ago, the power to tax is the
power to destroy. New York's new commuter tax threatens to destroy the long-en-
during comity among the states respecting the extent to which nonresidents should
bear those states tax burdens.

Under the revised law, the rate of tax is determined by the worker's total house-
hold income, including the income of a spouse who has no connection whatsoever to
New York. One nonresident will pay more tax than another to New York state, not
because he derives more benefit or costs more, but solely because he is married.

A simple example illustrates the inherent inequity of this law. Before the
changes, if a nonresident earned $10,000 in New York state, he was taxed on the
$10,000 base and paid a tax of $341. After the changes that took effect on January 1,
1988, the nonresident is still taxed on the $10,000, but the rate of taxation is now
determined by looking at all of the household income, including that of the nonresi-
dent's spouse. If the same commuter who earns $10,000 in New York has a spouse
who earns $90,000 in Pennsylvania, the new system more than doubles his tax li-
ability t$750.35, even though he has drawn no more benefit from New York.

With the new tax system, New York hopes to gain $50 million each year. This
increase in New York's revenue will come directly from Pennsylvania, New Jersey
and Connecticut residents. The brunt of this burden will be borne by those with
lower incomes, who can least afford the extra hundreds of dollars that it will cost
them each year.

New York attempts to rationalize this unfair system with an "ability to pay" phi-
losophy. But this philosophy cannot override the principle that a taxing state must
provide something in return for the taxes it collects. While a taxpayer who com-
mutes into a state to work should pay for any services that are provided by the
state, there is no reason he should pay more when his spouse derives no benefit
from that state. By considering non-New York income in calculating the worker's
tax liability, New York is in effect attempting to obtain revenue from a source that
costs the state nothing. Even Justice Oliver Wendell Holmes has decried the inher-
ent inequity of this type of system. In 1919, he wrote; "When property outside of the
state is taken into account for the purpose of increasing the tax upon property
within it, the property outside is taxed in effect, no matter what form or words may
be used."

As the testimony presented to this Committee graphically demonstrates, New
York's cross-border tax policy has created hostility between the states and raised
the specter of retaliatory legislation. If all of the states bordering New York are to
provide a full range of services to residents and nonresident-commuters alike, uni-
lateral aggrandizement like the New York system must be avoided. In the final
analysis, unneighborly attempts to shift the tax burden onto nonresidents can only
lead to interstate conflict
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RoBERTS & IOLLANI)
July K7, I19,

lion.
LLOYD BENTSEN,
United states Senate.
Dirksen Senate Office Building,
Washington, DC. 20510

Re: S. 800

Dear senator Bentsen: This letter is being submitted in conjunction with the hear-
ings held on June 23, 1989 relating to state taxation of nonresidents.

I am offering this submission in my capacity as an attorney with fifteen years of
state tax experience. I have been employed by the New York State Department of
Taxation and Finance, the New York state Senate Committee on Investigations,
Taxation and Government Operations; a big-eight accounting firm; two "Fortune-
50" corporations; and, currently, a law firm with offices in New York City and
Washington D.C. I have served as Chairman of the State and Local Tax Committee
of the American Bar Association Tax Sections, as a member of the Executive Com-
mittee National Association of State Bar Tax Sections, and as a member of the Ex-
ecutive Committee of the New York State Bar Association.

Apparently, S. 800 was introduced to address the many problems encountered by
states and individuals in the application of state personal income taxes in an in-
creasingly mobile society. Although I am taking no position as to whether S. 800
warrants support or opposition, its introduction does provide an opportunity for
comment on one aspect of state personal income taxation: multiple taxation that re-
sults from state statutory and regulatory schemes. If Congress passes S. 800 or oth-
erwise addresses the subject of state personal income taxation, I submit that this
issue should be considered.

Years ago, when the American economy was intensively manufacturing-oriented,
the problem of interstate taxation of individuals was not significant. Today, howev-
er, as the American economy increasingly focuses on service industries and inter-
state travel becomes increasingly feasible and common, the problems become sub-
stantial.

As a consequence of the personal income tax statutes of several states, individuals
are frequently taxed as residents simultaneously by more than one state. As a
result, the entire income of such a taxpayer may be subject to multiple taxation.
This situation is not only patently unfair, it also appears to violate the constitution-
al protections afforded by the due process and interstate commerce clauses.

It is clear that a state may constitutionally impose its personal income tax on the
entire income of individuals domiciled within its borders.' It is also clear that a
state may constitutionally impose its personal income tax on items of income that
accrue to a domiciliary of another state if those items relate to property, employ-
ment, or bu-s-hess in that state." It is not clear, however, that a state may constitu-
tionally tax the entire income of nondomiciliaries, especially when such a tax re-
sults in multiple taxation.

Several states (including New York) impose their personal income taxes on the
entire income of (1) domiciliaries and (21 those nondomiciliaries who meet certain
arbitrary presence criteria. Specifically, state statutes generally impose a personal
income tax on the "taxable income" (essentially Federal taxable income) of every
resident. Some of these states define resident to include not only individuals domi-
ciled in the state, but also individuals who maintain a "permanent place of abode"
in the state and spend more than 183 days in the state. Regulations frequently
define permanent place of abode to include any dwelling place (other than a place
suitable only for vacations) maintained by an individual (other than for a fixed and
limited time A state regulation, recently held to be valid by a state court,3 provides
that any part of a day spent in the state (other than presence while enroute to a
transportation terminal for travel outside the state) is considered presence in the
state for purposes of the more-than-I3 days test. Thus, under state law, an individ-
ual who is not domiciled in a state, but who rents an apartment there and spends

I Magr'r re v Tretn, 2' 1 2. 12, Lo o e n S tv la ( ' m ,i in is (o. 2,4i; ' , 2S ,\'. , ou rk ex
r(' (ICoh n v (;rru i's. (H44 I S : (I ,
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any time during each of 184 days in the state is taxed on his entire income. If such
individual also happens to be domiciled in a state or other jurisdiction with a per-
sonal income tax (e.g. Washington, D.C.), he will also be taxed by that state on all
his income. Inasmuch as credits for taxes paid to "nonresident" states are usually
limited to taxes paid with respect to income "earned" in the nonresident state, mul-
tiple taxation results.

For example, consider an individual whose domicile is clearly in Washington, D.C.
where he is present for all or part of 330 days during the year. If this individual
rents an apartment in New York, where he sleeps 20 nights during the year and, in
addition, goes to New York for short business meetings ten times each month, both
New York and Washington, D.C. will impose their personal income taxes on his
entire income, including compensation for services performed in both locations, in-
terest, dividends and capital gains. Each jurisdiction generally allows a credit for
taxes imposed by the other jurisdiction, but only to the extent of compensation
earned in the other jurisdiction. Other income, such as interest, dividends, and cap-
ital gains will be fully taxed by both jurisdictions.

The U.S. Supreme Court has, in recent years, repeatedly analyzed the constitu-
tional limitations on state taxation of corporate income. As recently as this term,4
the Court has found that to meet the requirements of the due process and the inter-
state commerce clauses, a state tax must pass the "four-prong test" first enunciated
in Complete Auto Transit v. Brady.5 This test requires that (1) the taxpayer have
sufficient nexus with the taxing state, (2) the tax bear some reasonable relationship
to the services provided by the state, (3) the tax not discriminate against interstate
commerce, and (4) the tax be fairly apportioned. The due process clause additionally
requires that the inco me, property, or transaction being taxed have some connection
with the state imposing the tax.8 Inasmuch as the constitutional protections derived
from the due process and interstate commerce clauses protect individuals as well as
corporations, it is important to determine whether a state's personal income tax
scheme, such as that of New York, meets the tests established for state taxation of
corporations.

The early U.S. Supreme Court cases clearly provide that there is sufficient con-
nection between a state and all the income of an individual domiciled in the state to
permit the state to impose its taxes on all such income. The fact of domicile or citi-
zenship itself provides the sufficient basis for taxation. 7 Further, a state may
impose its taxes on a nonresident's income that relates to property in the state or to
a business or employment conducted in the state." However, since there is no con-
nection between interest or rental income on out-of-state property, for example,
earned by a nondomiciliary of a state and that state, a taxing scheme that attempts
to impose a tax on such income clearly fails due process requirements.

The interstate commerce clause requires that a state tax on or measured by
income be fairly apportioned so that multiple taxation will be prevented. Under a
scheme such as New York's, there is no apportionment; all of an individual's income
is subject to multiple taxation with credits only permitted for certain types of"earned income." Thus, the New York scheme fails the "fairly apportioned" prong
of the interstate commerce clause test. It should be noted that the Supreme Court
decisions that have allowed multiple taxation in the area of personal income taxes
(1) focused on taxes that were actually imposed on different incidents 9 (such as the
ownership of property and the receipt of income therefrom); (2) permitted multiple
taxation because of an individual's being domiciled in the state 1o and (31 were de-
cided decades before the modern Complete Auto Transit v. Brad test was estab-
lished and before American society became so mobile that multiple taxation was not
uncommon.)

Further, because an individual who receives income from more than one state and
is taxed as if a domiciliary of each such state pays substantially more tax than an

4 Anerada Hess ('orporatiun v, Drector D'ision of Taxation. IW)J S Ct 1617
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struck down an attempt by the state of Idaho to tax the income of nonresident train crews The
Idaho court held that the transient presence of train crews in Idaho was not conne&-cted to eco-
nomic activity undertaken in that state: therefore, application of the Idaho tax to such crews
violated the nexus requirement of both the Due Process Clause and the (",mmerce ('lause
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individual whose activities are limited to one state, an unreasonable burden is
placed on interstate commerce. This obviously violates the interstate commerce
clause.

It is important to note that the problem raised in this letter is not the same as
the problem in the estate tax area when multiple states each claim a decedent was
domiciled within their borders, and thereby tax the entire estate. There, the prob-
lem is that different "finders of fact" arrive at different factual conclusions utilizing
the same legal principle of domicile. Here, the states have statutory and regulatory
schemes that necessarily result in multiple taxation, even when identical factual
conclusions are reached.

Although the problem of multiple taxation of individuals may or may not be
solved through litigation, Congressional intervention appears appropriate because
the Federal courts are hesitant to decide state tax cases, because to require individ-
uals to proceed through litigation imposes a substantial burden, and because Con-
gress should address an issue of such extreme unfairness. Among the many possible
solutions are a federally mandated definition of residence, the establishment of com-
petent authority procedures, and relaxation of the tax injunction act (28 USCA
§ 1341) for such matters.

This matter, which impacts interstate commerce so significantly, seems ripe for
congressional regulation.

Sincerely,

ARTHUR R. ROSEN

0

26-143 (108)


